


(R-2003-390)

RESOLUTION NUMBER R-__ 287333
ADOPTED on NGV 1 8 2002

RESOLUTION OF THE CITY OF SAN DIEGO AGREEING
TO DEFEND, INDEMNIFY AND HOLD HARMLESS THE
MEMBERS OF THE BOARD OF ADMINISTRATION FOR
THE SAN DIEGO CITY EMPLOYEES’ RETIREMENT
SYSTEM IN THE PERFORMANCE OF THEIR DUTIES
WHEREAS, section 141 of the charter for The City of San Diego (Charter) created the
San Diego City Employees’ Retirement System (SDCERS); and
WHEREAS, Charter section 144 provides that SDCERS be administered by a thirteen
(13) member governing board known as the Board of Administration (Board); and
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WHEREAS, Charter section 144 and

the Board; and

WHEREAS, three members of the Board are elected by the General Members of
SDCERS, one member is elected by the retirees of SDCERS, two members are elected by the
Safety Members of SDCERS, one for Police and one for Fire, respectively, three members are

ex officio and serve by virtue of Hexr position as City Manager, City Auditor and City Treasurer,

Council and serve without compensation; and
WHEREAS, Charter section 117 provides that citizen members of the City’s boards and
commissions are deemed to be unclassified employees of the City; and
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WHEREAS, Charter section 144 grants the Board the sole authority to determine the
rights to benefits from SDCERS, administer SDCERS, and invest the SDCERS trust fund; and

WHEREAS, the Board Members may, from time to time be subjected to claims and sﬁits
for actions taken in their capacity as such; and

WHEREAS, there is a need to protect and encourage individuals who volunteer their time
and their talent to serve in the public interest; NOW THEREFORE,;

BE IT RESOLVED, by the Council of The City of San Diego that the City shall defend,
indemnify and hold harmless all past, present and future members of the Retirement Board
against all expenses, judgments, settlements, liability and other amounts actually and reasonably
incurred by them in connection with any claim or lawsuit arising from any act or omission in the
scope of the performance of their duties as Board Members under the Charter.

BE IT FURTHER RESOLVED, that in the event the City Attorney for the City of San
Diego is unable or unwilling to provide such defense, the City shall pay for any and all costs and
expenses of a Board Member related to such defense, Whidl obligation it may satisfy in its sole
discretion by engaging outside counsel at its sole expense.

BE IT FURTHER RESOLVED, that the City shall have no obligation to provide any
defense or indemnification under this Resolution to any Board Member who: (1) fails or refuses
to cooperate with the City Attorney or such other attorney who may be engaged to represent the
Board Member; or (2) refuses to consent to a settlement (a) which does not require the Board
Member to make any payment or perform any act; and (b) by which the settling plaintiff(s)/

claimant(s) dismiss the Board Member from the complaint (if any) and generally release the
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Board Member from all liability arising from the acts or omissions which are the subject of the
claim or lawsuit.

BE IT FURTHER RESOLVED, that nothing in this Resolution shall obligate The City of
San Diego to pay any portion of a claim or judgment against a Board Member for punitive or '
exemplary damages.

BE IT FURTHER RESOLVED, that The City of San Diego will indemnify Board
Members for punitive or exemplary damages in accordance with the provisions of Government
Code section 823, only if the San Diego City Council, acting in its sole discretion, finds that:

(1) the claim or judgment is based on any act or omission of the Board Member acting within the
course and scope of his or her employment as such; (2) at the time of the act or omission giving

rise to liability, the Board Member acted or failed to act in good faith, without actual malice and
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(3) paymen

in the apparent best interests of the City of San Diego and/or the SDCERS; an of
the claim or judgment would be in the best interests of the City of San Diego and/or the
SDCERS.

APPROVED: CASEY GWINN, City Attorney
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Nichae-Rivo
Deputy City Attorney

MR:ms

9/19/02

Or.Dept: Retirement
R-2003-390
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DATE:

DOCKET SUPPORTING INFORMATION
CITY OF SAN DIEGO 11/04/2002

SUBJECT:

Approval of agreements on SDCERS Board indemnification & City SDCERS Employer Contributions

BACKGROUND:
Board Indemnification: Section 141 of the San Diego City Charter created the San Diego City Employees' Retirement

System (SDCERS). Section 144 provides that SDCERS be administered by a thirteen (13) member governing board
known as the Board of Administration (Board), which includes three members elected by the General Members of
SDCERS, one member elected by the retirees of SDCERS, two members elected by the Safety Members of SDCERS,
one Police, one Fire, respectively, three ex-officio members: City Manager, City Auditor and City Treasurer, and four
citizen members, one of which must be an officer of a local bank, are appointed by the Council and serve without
compensation. Charter Section 144 grants the Board the sole authority to determine the rights and benefits eligibility
from SDCERS, administer SDCERS, and invest the SDCERS trust fund; SDCERS Board Members may, from time to
time, be subjected to claims and suits for actions taken in their capacity as such. Due to the need to protect and
encourage individuals who volunteer their time and their talent to serve in the public interest, approval of the
resolution provides that the City shall defend, indemnify and hold harmless all past, present and future members of the
Retirement Board against all expenses, judgments, settlements, liability and other amounts actually and reasonably
incurred by them in connection with any claim or lawsuit arising from any act or omission in the scope of the
performance of their duties as Board Members under the Charter.

Employer Contributions: On June 7, 1996, the City proposed and the SDCERS Board of Administration ("Board")
agreed to the City Manager's Retirement Proposal, as modified, ("Manager's Proposal") dated July 21, 1996. The
Manager's Proposal sets out agreements between the City and SDCERS with respect to contributions to be made by the
City to SDCERS starting in Fiscal Year 1996. As a result of the recently concluded meet and confer process, the City
and the Board recognize that under the current method of determining City contributions to SDCERS, the annual level
of contributions has the potential to become volatile and SDCERS' funding ratio has decreased in recent years. The
City and the Board also recognize that, under current fiscal circumstances, undue hardship would be imposed on the
City if the Board were to require that the City immediately increase its contributions to the full projected unit credit
rate calculated by SDCERS' actuary. In response to those concerns, on June 18, 2002, the City requested the Board
agree to an amended Manager's Proposal. On July 11, 2002, the Board approved modifications to the Manager's
Proposal. This Agreement is entered into in order to provide a transition period for City contributions to be brought, by
fiscal year 2009, to the full contribution rates that would be applied if the projected unit credit funding method were
used, to provide accelerated contributions by the City if SDCERS' funding ratio goes below 82.3% before the end of
the term of this Agreement, and to terminate all transition arrangements regarding contributions with the City at the

end of fiscal year 2009. The attached agreement describes the current and proposed contribution arrangements.

BY LINE: (CITY MANAGER / DEPT. HEAD / AUTHOR INITIALS)

SIGNATURES:

F:d
ORIGINATING DEPT, HEAD 7\: CITY MANAGER
(FOR MANAGERIAL DEPARTMENTS ONLY)
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ADIIED i HEw JEASEY oMLY (a> The Gleason Comp]aint;

®) Comespondence to and from SDCERS’ fiduciary counsel regarding the
199¢ City Manager’s Retirement Proposal (“the ‘96 Agreement”);

(c) Memoranda from the City of San Diego City Manager's Office regarding
the ‘96 Agreement;

{d) Memorandd from the City Manuger’s Office regarding the City Manager's
May 2002 contribution reduction proposal (“the '02 Proposal™);

(= Draft and final correspondence, and presentation materials, from SDCERS’
fiduciary counsel regarding the 02 Proposal;

(f) SDCERS Staff Report regarding the 02 Proposal;

SDC076684



SELTZER|CAPUAN| M cMAHDN |V ITEX

Sheila Leone, Esa.

Our File No. 7835.56570
Mearch 5, 2003

Page 2

(&) Correspondence and presentation materials prepared by SDCERS’ actuary
regarding the '02 Proposal;

(h) Minutes of the SDCERS Board of Directors meetings on September
20, 2002, and November 15, 2002; :

(1) Transcripts of the SDCERS Board of Directors meetings on June 21, 2002,
July 11, 2002, and November 15, 2002;

i Agreement dated November 18, 2002, regarding Employer Contributions
between the City of San Diego and SDCERS, including related resolution,
regarding defensc and indemnity of the Individual Defendants;

%) Draft report on the Mayor’s Biue Ribbon Committee on City Finances,
dated January 15, 2003, including SDCERS staff response, and final version
of “Blue Ribbon Committee” report, dared February 11, 2003,

We have also interviewed SDCERS’ actuary, Rick Roeder, and spoken briefly with
its fiduciary counsel, Bob Blum, Esq. We will meet with Mr. Blum to discuss his
knowledge of the facts involved in this case on March 13, 2003, Finally, we have
performed preliminary legal research to familiarize owrselves with the law
governing SDCERS’ rights, duties and obligations regarding the conduct at issue in

the Gleason litigation.

Based on the foregoing sources of information, as well as our informa) discussions
with SDCERS staff, this letter will provide you with our injtial analysis and
recommendations regarding -the defense of SDCERS in the Gleason litigation. As
you know, our engagement is limited to representation of SDCERS, and does not
include any of its board members, whether such board members are among the
class of Individual Defendants or not. Moreover, owr analysis, conclusions and
recommendations are made exclusively from our perspective as litigation counsel.
While we understand the Gleason litigation implicates highly politicized issues, our
analysis does not take such factors into account, and instead focuses solely on what
we believe is the litigation strategy mostly likely to achieve the best possible result
for SOHCERS

B L L A U R AN
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e No. 7835.56570

5, 2003

Summary of Conclusions and Recommendations

Ouwr conclusions and recommendations, as set forth in detail in this letter, are:

D

Constitution. ..

The Individual Defendants breached their fiduciary duty by adopting the
’02 Proposal in its modified form because it resulted in a lower contribution
obligation by the City, as well as an increase in vested Habilities, without
any basis for accepting the City’s contention that it would meet its increased
contribution obligations in the final years covered by the 02 Proposal. It is
unclear whether plaintiffs are asserting a breach of fiduciary duty by
SDCERS, as contrasted with its Board.

The Individual Delendants subordinated SDCERS’ interests to the inlerests
of themselves, their unions, and the City.

SDCERS Staff should recommend to the Board that it exercise its right
under the November 18, 2002 Agreement to “nullify this Agreement to the
extent required by its duties established under the California

33

Notwithstanding the foregoing conclusions, SDCERS may be immune from
liability for the acts alleged in the complaint under Government Code
section 815.2. Depending on the strategy adopted after discussion between

. SDCERS and its litigation counsel, the initial responsive pleading may be a

demurrer to the Complaint seeking dismissal of the action against SDCERS
on the grounds it is immune from lability.

In the event it is necessary t0 answer the Complaint in the Gleason
litigation, SDCERS should consider filing a cross-complaints against the
City of San Diego and the labor unions whose leadership voted for the 02
Proposal, alleging a conspiracy between the City and Unions to cause the
Board members 1o breach their fiduciary duties to SDCERS’ members and
their beneficiaries.

SDCERS should adopt 2 litgation stategy in the Gleason litigation
designed to cause the City to honor its contribution obligations under the
96 Agrecment. :

SDC076686
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Summary and Analvsis of the Facts

B. The '96 Agreement.

1n or about June 1996, the City Manager proposed an “Employer Contribution Rate
Stabilization Plan,” under which contribution rates would be calculated using the
projected unit credit (PUC) actuarial method, with specified contribution rates in
the ensuing two fiscal years of 7.08% and 7.33%. Thereafter, the contribution rate
- would increase by 0.50% each year unti]l the contribution rate reached the rate
calculated on the basis of the entry age normal (EAN) acruarial method.
Significantly, the City Manager’s proposal specified:

“In the event that the funded ratio of the System falls to a level
10% below the funded ratio calculated at the June 30, 1996
actuarial valuation...the City-paid rate will be increased on July 1
of the year following the date of the actuarial valuation in which
the shortfall in funded ratio is caleulated. The increase in the City-
paid rate will be the amount determnined by the actuary necessary
to restore a funded ratio no more than the level that is 10% below
the funded ratio calculated at the June 30, 1996 actuarial

valuation.”

The City Manager's stated reason for presenting the “Rate Stabilization Plan” was
the unanticipated fluctuations in the Employer’s Contribution Rate under the
projected unit credit actuarial method adapted by the City in 1992, Thus, all parties
knew the City Manager's proposal was intended to effect changes to the retirement
system for the benefit of the Ciry.

The guestion of whether the Board would be discharging its fiduciary duties in
adopting the '96 Agreement was submitted to fiduciary counsel for an opinion.
Counsel noted that nothing in the proposal “changes the Board's discretion to
adjust the actuarial assumptions on which the System is based as needed in order to
insure the long term funding integrity of the System.” Counsel concluded:

“Provided the City-paid rate i the [Plan) is not less than an
amount substantially equal 1o that required of employees for
normal retirement allowances as certified by the actuary, the Boar
will be acting within the discretion granted to the Board to

SDC076687
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administer the System and discharging its fiduciary duties set forth
in Article X VI, Sec. 17 of the California Constitution.”

In response to questions from members of the Board, fiduciary counsel issued a
second opinion addressing the System's duties under Claypool v. Wilson (1992) 4
Cal.App.é.iLh 646, and related cases, to ensure that the modification of vested
pension rights which would result from adoption of the Cily Manager’s propossl
were “offset” by an “increase in benefits and other advantages granted to the
beneficiaries” of the System. Counsel noted that other aspects of the City
Manager’s proposal conferred increased benefits on the System’s members. This,
combined with the conclusion that “stabilization of employer contribution rates is
directly related to the functioning and integrity of the system; led counsel to
conclude the Board was acting in a manner consistent with its dutics under

Claypool.

In its second opinion Jetter, fiduciary counsel addressed two additional issues raised
by Board members, which remain relevant to the current litigation. First, counsel
noted the Board is held 1o the standard of professional bankers and bank investment
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advisors, and therefore has “aduty to determine the financial viabili fit
before it approves contribution payments at a level less than that recommended by
the acruary.” Fallure to carry out this duty, counsel noted, would be a breach of
fiduciary duty. Afier reviewing the available information, counsel concluded a

process existed through which the Board could satisfy itself of the City’s financial
viability.

Next, counsel noted that, because “the Board has no authority to determine benefits
or to make benefit changes,” it “should not engage in negotiations for benefit
changes or increases.” Nonetheless, certain Board members inquired as to whether
the “real conflict” presented by Board members voting on proposals which would
confer financial benefits on themselves would prevent those Board members from
voting on the proposal. Fiduciary counse]l noted that the City Manager’s proposal
made adoption of increased bencfits contingent on approval of reduction of the
City’s funding obligation. However, counsel noled the drafters of the City Chearter
through which SDCERS was established “were aware of possible conflicts of
interest inherent in the appointment of those [financially interested) members of the
Board” Under these circumstances, counsel opined, the “bare potential for a
conilict of interest does not categorically bar a fiduciary from functioning as a
trustee.” On this basis, counsel concluded:

SDC076688
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“[IJt is owr opinion that those Board members who votad in favor
of the proposal solely in the interest of, and for the exclusive
pwpases of providing benefits to participants and their
beneficiaries, minimizing employer contributicns thereto, and
defraying reasonable expenses of administering the system, did not
have a conflict of interest sufficient to bar him or her from
functioning as a trustee.”

According to Mr. Roeder, the performance of relevant financial markets dunng the
1956 through 2000 time frame caused the funding ratio to far exceed the “migger”
established by adoption of the '96 Agreement. Mr. Roeder noted it was generally
accepted that the funding ratio trigger was §2.3%, but because the funding ratio
never approached that level, certain potential ambiguities in the 96 Agreement
were never resalved.

C. Xhe 2002 City Manager’s Proposal.

On June 10, 2002, the City Manager, on behalf of the Mayor
requested that SDCERS approve an amendment to the *96 Agreement
“The floor for the actuarial funded rato of SDCERS will be
established at 73%.

The City will pay contributions at the ‘agreed to’ rates for FY94
through FY07 as contained in the Manager’s Proposal. If the
actuarial funded ratio falls below the floor in any year, the City
will increase its contribution rate on July 1 of the following year
by an amount equal to one-fifth of the amount necessary 1o reach
the full acruarial rate. The City will pay this increased amount for
each of the subsequent for years in order 1o achieve the full
actuarial rate over a five year period.”

The City Manager identified as the basis for the proposed amendment several
“unprecedented events” during the preceding two years, including 9/11, “the
collapse of the dot com industry,” the “overall fall in the investment market,” the
“specific loss of revenues in the San Diego cconomy, and the anticipated raid on
local revenues by the State of California.” :

SDC07668%9
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During the following week, SDCERS requested an opinion from its current
fiduciary counsel, Bob Blum, Esq., as to whether adoption of the City Manager’s
proposal was consistent with the Board’s fiduciary duties. In an unsigned drafi
opinion lener dated June 12, 2002, Mr. Blum summarized the circumstances which
led to the City Manager’s proposal, including: the total of contributions by the City
and members to SDCERS was insufficient to cover the normal cost and interest on
past service cost computed at the actuarial funding rate; from July 1996 to June
2002, the difference between actual City contributions and actuarially calculated
contributions totaled approximately $90 million; and, “it is estimated that as of
June 30, 2002, SDCERS funding ratio will be close to 82.3%.

Mr. Blum noted that since the 96 Agreement was executed, the law goveming
crmployees’ interests in  their retirement system had been  “substantially
strengthened,” thus limiting the ability of employers to alter contribution
obligations in a manner that affected vested benefits. Moreover, Mz. Blum noted
that the ability to “mitigate” funding reductions through provision of “comparable
new benefits” was “not governing with respect to the Board’s responsibility 1o act
prudently. If it were governing then each time thal employer persuaded a Board to
reduce contributions, it could avoid challenges by increasing benefits. That woul
not pass elementary actuarial requirements.” Significantly, Mr. Blum noted that
‘one of the questions left unanswered by the City Manager’s proposal was the
means by which the City would fund its contribution obligation under the proposed
modification to the '96 Agreement.

After more than a dozen pages of analysis, counsel concluded:

“Under the facts as we undersiand them, and for the reasons
discussed above, it is our opinion rhar there is a material risk that
if the Board were ro agree 10 the proposed amendment ro the
Manager's Proposal in its current form, and if this decision were
challenged in court, a court would hold that the decision was not a
proper exercise of the Board's fiduciary responsibilities based
upon the focts before the Bourd und the aciuuries [sic] opinion to
the conirary. A court would look at whether the Board had
substantial evidence to support the proprety of its actions and
there Is & material risk that 2 court would find such evidence
i

her
lacking.” (Emphasis added.)

SDC076690
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Also on June 12, 2002, SDCERS® actuary, Rick Roeder, made a presentation to the
Board which was highly critical of the '02 Proposal. Among the most imporiant
points Mr. Roeder made were the fundamental inconsistency, fom SDCERS’ point
of view, between the “enhanced benefits” aspect of the proposal, and the
“contribution relief” aspect of the proposal. Mr. Roeder also laid out the following
facts, which he felt were relevant to the Board’s decision:

(a) SDCERS' role should be largely independent of the setting of
existing or potential benehit levels; :

(b) Existing benefits for City employees were not below average

P

compared to other state and national public systems;

{¢; SDCERS is one of the few retirement systems w0 use PUC
funding, and on that basis has one of the lowest funded ratios in
California; moreover the existing funded ratio 1s at its lowest point
since the 1980’s; and

(d) The gap between the computed PUC actuamal rate and th
city contribution rate has been increasing since umplementation o

A ¥
the "96 proposal.

D

Mr. Roeder also noted several mitigating factors. Foremost among them, it
appears, was that SDCERS would “be able to make benefit payments over the next
10-15 years regardless of the decision made to grant potential additional funding

relief”

In his presentation to the Board, M Roeder stated, “What the City proposes is
outside the norm for generally accepted actuanal funded policies,” a circumslance
which he felt “place[d] an added burden in our view as trustees o exercise our
fiduciary responsibility appropriately.” Mr. Roeder stated that if the Board was
“willing to accept this version of the manager’s proposal, I want everyone here to
be totally cognizant of the fact that the way I understand the current version 1s 1t
will [be] possible for the funded ratio to go below 75 percent and possibly
sigrnificantly below.” Finally, Mr. Roeder made clear he was more comfortable
with the imitial manager’s proposal because of the “hard floor” of 82.3%

Transcripts of the June 2002 hearing indicate a difference of opinion existed among

both Board members and Staff regarding the proper interpretation of the 96
Agreement’s “catch-up” provisions; particularly, whether the entire underfunded

SDC076691
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amount came due in the immediately following year, or whether some longer term
applied. Mr. Blum, along with Mr. Roeder, noted that under reasonably anticipated
circumstances, a one-year catch-up promlon would require the City to conuibute
approximaltely 375 million in FY03, if the funded ratio fell below 82. 3%, as it was
expected 1o do.

On June 18, 2002, the City Manager issued a memorandum to SDCERS purporting
10 respond 1o concerns raised by Mr. Blum in his June 12 drafi correspondence.
There appears to have been no attempt to respond to Mr. Roeder’s concems as
exprpss&d in his presentation. Swmﬁcmtly, despite Mr. Roeder’s concerns aver
“dropping the hard floor” from 82.3% to 75%, the City Manager’s memorandum
left that provision unchanged. Additionally, the City Manager responded 10 Mr.
Blum’s conccm regarding “funding status and anticipated earnings” over the later
stages of the "02 Proposal’s life by stating:

“This is a very broad question which includes the work initiated by
the Mayor’'s Blue Ribbon Commm'"c on City Finances, the
SDCERS subcommittee 6n surplus eanings and contingent
beneflts, and the need to develop a long term funding policy. It is
recommended that a plan and schedule be developead to complete
this policy work.” ‘

The only substantive modification to the original propmal was an mcrease in the
City’s “agreed contribution rate” from 0.50% to 1.00% effective July 1, 2004, This
proposal is, at the very least, puzzling in light of the Citv Manager’s non-response
to Mr. Blum’s guestons concerning financing, and the f“xty s purported
justification for seekmg contnibution reduction in the first pace ie., that it
expected the State to ‘raid” City revenue sources beginning 1n 2004, thus

worsening its short-term financial outlook.

On July 3, 2002, the City Manager provided SDCERS with another memorandum
“clanfying” the terms of the proposal, as well as responding to concerns by Board
members. Significantly, the City Manager’s “clarification” made clear that the City
had ag,reed to increased benefits for its employees during labor negotiations,
nt” upon SDCERS accepting a reduction of its contribution obligation;
yet in response to @ Board member’s question as to why SDCERS was placed in the
middle of labor negotiations, the City Manager denied such 2 thing had occurred.
Also significant was the City Manager's response to the Board's guestion of “why

+
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we should assume the City will find it easier to pay much higher pension costs in
the future:”

”

“It will not be easier nor desirous, just necessary.

No further information was provided as to how the City would meet the
contribution obligation outlined in its proposal.

On July 11, 2002, another Board meeting was held at which SDCERS’ fiduciary
counsel provided an analysis of the effect of the “changes™ the City offered in an
effort to gain acceptance of the ‘02 Proposal. Mr. Roeder made clear at the July 11
meeting that the §2.3% trigger would be hit in June 2003. Thereafier, the Board
devoted its discussion to the difference in funding obligations between competing
interpretations of the ‘90 Agreement and the ‘02 Proposal. After lengthy and
detailed discussions, Mr. Saathoff proposed that the 75% trigger in the ‘02 Proposal
be replaced with the existing 82.3% trigger. Additionally, the modified proposal
would incorporate the provision in the original "U2 Proposal giving the City five

fod 4 EXd
years after the trigger was hit to “reach the full acruarial rate.

In the final minutes of what was a very long meeting, before a vote was taken, the
Board asked both Mr. Roeder and Mr. Blum whether adopting the proposal was “a
prudent exercise of our responsibility.” Mr. Roeder appears to have responded that
the final version of the proposal fell somewhere between the ‘96 Agreement and
the original ‘02 Proposal. Mr. Blum stated it was difficult to give “an on-the-fly
opinion,” before concluding:

“I can tell you it's a lot easier to give an opinion that vou wouid
not be at matenal misk. Exactly how far that opinion can go,
exactly what the words are, that's a litle difficult to tell you

sy

because we don't have the facts.”

A vote was. taken immediately thereafier, in which the modified ‘02 Proposal
passed 8 to 2, with one abstention.

On November 5, 2002, Mr. Roeder provided certain writien “statemnents in regard
to the amendment to the Manager's Propesal.” From the perspective of the curent
litigation, the most significant statements Mr. Roeder made were:

SDCO76683
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“(c) Itis likely that the 82.3% trigger point will be hit by June 30, 2003,...

“(d) The higher the City's contribution levels, the berer the
funding status of SDCERS...” .

“(g) From a pure actuarial viewpoint, it would be best 1o hold the
City to the existing Manager's Proposal and the 82.3% trigger
(particularly if one of the two ‘high contibution rate’
interpretations of the effects of hitting the trigger were to prevail).”

Mr. Roeder’s letter did not include anv staternent to the effect that adoption of the
modified ‘02 Proposal conformed to generally accepted actuarial principles, or that
it was a prudent exercise of the Board's fiduciary responsibility.

On November 15, 2002, Mr. Blum reported to the Board on the results of his
negotiation with City representatives on the provisions of the Memorandum of
Understand ng that set forth the final terms of the modified ‘02 Proposal. The
Board discussion centered on assumptions underlying the exemplar calculations in
the Memorandum of Understanding. Additionally, the first mention was made of
“indemnification” of the Board by the City from unspecified consequerices of
adopting the modified '02 Proposal. Transcripts of the hearing indicate the
discussion became extremely contentious and acrimonious. It appears from both
the minutes and transcript that the Board concluded Mr. Blum essentially supported
adoption of the MOU because the Board had engaged in prolonged and difficult
evaluation of the proposal before adoptinc il. However, al least one Board member
acknowledged that Mr. Roeder was “hesitant” to endorse the proposal. Mr. Roeder
confrned this mtﬁzpretatlon of his feeimes stating that he felt it was
“inappropriate” and placed the Board in “a no-win situation” of evaluating a
contribution relief proposal that was linked to enhanced benefits for membprs

Nonetheless, the Board voted to adopt the MOU.

On November 18, 2002, Mr. Blum provided SDCERS with a signed oplmon letter,
containing an extensive, albeit retrospective, summary and analysis of the Board’s
decision to approve th msdxﬁ d 02 Proposai, Mr. Blum summarized the Board’s

SLiHio

decision as follo
“In essence, the Board decided to trade potential controversy over

the meaning of the current Manager’s Proposal and the possibility
of receiving substantially higher contributions from the City if the

SDC076654
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82.3% ingger is met in exchange for materally higher
contributions if the trigger is not hit, lower contributions in the first
five years if the trigger is hit, & date certain when the full PUC rate
Is contributed, and agreement on rapid movement to EAN staring
at the end of the transition period.” '

Despite Mr. Roeder’s multiple criticisms of the *02 Proposal (see page 11), Mr.
Blum's only mention of Mr. Roeder’s analysis was thal the “transition period of
moving the City to full PUC rates and then to EAN rates is reasonable based on the
terms of the Agreement” Mr. Blum’s reference to this limited aspect of Mr.

Roeder’s overall conclusion is puzzling, since Mr. Roeder explicitly stated that

“from a purely actuarial viewpoint,” he preferred there be no transition period.

On November 18, 2002, SDCERS executed the Agreement adopting the modified
‘02 Proposal.  Significantly, the recitals included a statement that SDCERS
recognized that “under current fiscal circumstances, undue hardship would be
impaosed on the City if the Board were to require that the City immediately increase
its contributions to the full projected unit credit rate calculated by SDCERS’
actuary.” Also significant was 2 previously little-discussed provision allowing the
Board to “nullify this Agreement 10 the extent required by its duties established
under the California Constitution and no one shal] have any lability for losses or
costs on account of such action.”

On the same date, SDCERS and the City executed an indemnity agreement, which
provided “the City shall defend, indemnify and hold harmless all past, present and
future members of the Retirement Board aganst all expenses, judgments,
settlements, liability and other amounts actually and reasonably incurred Ly them in
connection with any claim or lawsuit arising from any act or omission in the scope
of the performance of their duties as Board Members under the Charter.”

SDC076685
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Summary of the Litigation

D. The Complaint,

The Gleason litigation was filed by attorney Michael Conger on January 16, 2003.
Plaintiffs are by two retired San Diego City employees, pwportedly acting on
behalf of an alleged class of similarly situated retired San Diego City employees.
Defendants are the City of San Diego, SDCERS, and certain members of the Board
of SDCERS, including Frederick Pierce, I'V, John Torres, John Casey, David Crow,
Mary Vattimo, Ron Saathoff, Terri Webster, Sharon Wilkinson, Dick Vortmanm,
and Ray Garnicza (collectively: “the Individual Defendants™).

The lawsuit alleges the City of San Dicgo violated certain sections of its Charter, as
well as related sections of the City of San Diego Murucipal Code, by failing and
refusing to contribute actuarially appropriate amounts to SDCERS. Specifically,
the lawsuit alleges “[t]he funding method adopted by CERS [sic] and the individual
defendants is not one of the six approved funding methods permiticd under the
rules set forth by the Governmental Accounting Standards Board.” The allegations
focus primarily on the City’s alleged violation of the cited provisions of its Charter
and Municipal Code by failing to contribute funds to SDCERS according to the
terms of the ’96 Agreement, end thercaficr obteining a greater reduction of its
contribution obligation through the adoption of the 02 Proposal.

The lawsuit seeks declaratory relief in the form of a judgment that the City viclated
the terms of its Charter and relevant provisions of its Murucipal Code, and that
SDCERS’ Board and the Individual Defendants breached fiduciary duties owed to
the plaintiff class. The lawsuit also seeks restitution from the City of San Diego of
al] amounts owed to SDCERS as a result of past violations (an amount estimated in
the hundreds of millions of dollars), injunctive relief prohibiting further unlawful
underfunding, money damages for retirement benefits which would have been paid
to the purported plaintiff class but for the alleged violations, money damages from
the Individual Defendants for damages proximately caused by their alleged breach
of fiduciary duty, and removal of the Individual Defendants from the Board of

SDCERS.

E. SDCERS Proposed Response to the Complaint.

The complaint mzkes clear that both the Individual Defendants, as members of the
SDCERS Board, acted in their official capacity when they entered into the
Agreement which is the subject of the Gleason litigation. For this reason, we think
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that both the Individual Defendants, and SDCERS, may be immune from lability
for the conduct at issue in the complaint, pursuant to Government Code sections
£20.2, 821, and 815.2, respectively. We are presently researching whether any
exceptions exist lo these immunity statutes based on the nature of the alleged
misconduct. If no such exceptions exist, it may be appropriate to demur to the
complaint.

Before making this decision, however, consideration should be given to whether it
is in SDCERS’ best interests to extricate itself from the litigation at this early stage.
While this may seem on its face to be counterintuitive, the underlying reasoning is
as follows.  The plaintiffs’ objective is primarily to obtain funds from the City,
both in the form of past contributions which were “wrongfully withheld,” and
increased future contributions. To the extent the complaint could achieve this form
of relief, SDCERS would benefit. 1f SDCERS were 1o extricate itself from the
liigation at the pleading stage, it would lose its status as 2 party, and its ability to
affect the outcome of the litigation, which likely will be accomplished through the
mediation process. Of course, the litigation would proceed against the City;
therefore, the potential benefit to SDCERS from 2 judgment in favor of the
plaintiffs would not disappear should SDCERS successfully demur to the
complaint. Nopetheless, as you are aware, not being present at the “mediation
table” with the City can have serious adverse consequences for SDCERS.

By electing not to demur to the cornplaint, SDCERS would not lose its ability to
raise the immunity statutes as a defense. Such starutes can be pleaded as
affirmative defenses in an answer, and thereafter be used as the basis for 2 motion
for summary judgment which could be filed in the event early mediation proved
unsuccessful. We intend to discuss this strategic decision with you in further detail
once you have had an opportunity to review this letter.

F.  Post-Demurrer Litigation Analysis

While we believe a reasonable probability exists that this marer could be dismissed
as to SDCERS at the pleading of swmmary judsment stage, it nonetheless is
necessary to advise you of our opinions as they relate to issues likely to arise in the
pest-pleading phase, should the case advance that far.

In the event the Court concludes SDCERS is not immune from liability, it will be
I

necessary to answer the complaint and proceed with discovery. At the time the
answer is filed, however, consideration should be given to filing a cross-complaint
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alleging conspiracy between the City and Unions to cause SDCERS’ Board
members o breach their fiduciary duties to its members and their beneficiaries.
While this may seem antithetical to SDCERS’ customn and practice in its dealings
with the City, it highlights the significantly different circumstances forced on
SDCERS by the filing of the Gleason litigation.

As we advised in the preceding section, SDCERS’ interests arguably are aligned
with plaintiffs’ interests, at least to the extent that increased contributions by the
City would benefit SDCERS. However, although SDCERS’ .interests are aligned
with plaintiffs’, its status as a defendant does not allow it to control the manner in
which claims for such relief are prosecuted. For example, plaintiff counsel could
settle with the City on the hasis of ill-defined promises of future remedial action,
combined with a large amount of attomey’s fees for procuring such “relief” Under
such circumstances, SDCERS would gain none of the advantage from the litigation '
1o which it is arguably entitled. Filing a cross-complaint would confer standing on
SDCERS 10 control the manner in which relief is sought, and potentially granted,

‘rather than relying on plaintiffs to obtain all appropriate reiief.

A cross-complaint against the City and Unions would be based on information that
indicates certain unjon representatives obtained benefits for themselves and co-
members of their union as part of the negotiation process over adoption of the
modified *02 Manager’s Proposal. If proven, this would support the conclusion
that these individuals breached their fiduciary duty to SDCERS by approving a
plan which included enhanced short-term benefits for themselves, while at the same
time allowing the City to reduce its contribution to SDCERS.

Our recommendation in this regard also results in part from our conclusion that
SDCERS Board members breached their fiduciary duty by executing the
WNovember 18, 2002 Agreement. As you are well aware, the California Constitution
requires SDCERS Board members must discharge their duties for the exclusive
purpose of provmme benefits to participants and their bencficiarics, while also
minimizing empioyer contributions and deffaying reasonable expenses of
administering the system. However, where these objectives conflict, the duty to
participants and beneficiaries takes precedence over any other duty. Based on our
analysis of the availzble information, we believe a trer of fact would conclude that
the only party to the November 18 Agreement that obtained any benefit therefrom
was the City, in the form of long-term contribution relief. All available actuarial

analyses show SDCERS wall receive substantially less money under any version of
T.he "02 Manager’s Proposal, when compared to the '96 proposal. Parenthetically,
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we behieve the justification for edopting the 02 Proposal based on avoiding
“uncenainty” over the terms of the '96 Agreement is insufficient to justify adoption
of the '02 Proposal. Regardless of which interpretation was applied 10 the *96
Agreement, if SDCERS stood to gain between $25 and $75 million based on what
its actuary and fiduciary thought was a reasonable interpretation of the '96
Apgreement, it is difficult to accept the proposition that an “advantage™ was gained
by agreeing to a proposal that not only abandoned the arguable right to a $25 10 $75
million contribution, but locked in a significant reduction in contributions over the

following 8 years.

In-addition to agreeing to a reduction in the City’s coniributions, SDCERS Board
members accepted the November 18 agreement knowing its acceptance was z
prerequisite 1o the City’s agreement to pay increased benefits to certain of its
unions. Thus, the Board agreed 1o a proposal that not only increased the vested
benefits for which it was or would become liable, but at the same time impaired
SDCERS ability to meet those obligations by accepting 2 reduced contribution

obligation by the City.

Further on this issue, there appears 10 have been only limited inguiry into the means
by which the City would ramp up its contributions over the term of the
November 18 Agreement to meet the “agreed” conwibution rate by 2009. The
record shows the City sought contribution relief because of the near-certainty that
the 82.3% funding ralio trigger would be hit by June 2003. Moreover, the City
provided further justification for the requested contribution relief in the form of
staternents 1o the effect that its revenue in 2004 would be even less than in 2003, by
virtue of the State “raiding” the City’s revenue sources to pay for its own budget
deficit. As SDCERS’ fiduciary advised it when the '06 Agreement was adopted,
the Board members are held to the standard of a professional banker, and must
evaluate the financial condition of the City, before agreeing to grant it what
amounts to debt relief. Yet here, the City offered no information to support its
contention that 1t would somehow be able to contribute more to SDCERS between

2005 and 2009 than it ever had in the past, and thus reach the actuarially calculated -

contribution rate by 2009.

We anticipate that regardless of whether SDCERS prevails at the pleading or
dispositive motion stage, and thus is no longer a party to the litigation, the
foregoing facts nonetheless will come out in discovery. Our review of the record
leads us to conclude hitle, if any, evidence exists that Mr. Roeder provided the
necessary actuanial support for the Board’s adoption of the *02 Proposal. Cur
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interview with Mr. Roeder confirmed this conclusion. We anticipate that when
plaintiffs depose Mr. Roeder, he will testify that the November 18 Agreement was
not based on actuarielly sound conclusions, and that it will result in substantially
lower contributions by the City to SDCERS than would have rasulted had the 96

Agreement remained effective.

We have not vet had an opportunity to interview Mr. Blum and Ms. Hiatt.
Therefore, we have not been able to ascertain what substantive changes to the
initial 02 Proposal convinced them to change their draft opinion, which stated
adoption of the '02 Proposal would be a breach of SDCERS Board members’
fiduciary duty, to their November 18 opinion, which appears to support the Board’s
decision. The absence of clear and specific facts supporting this turnabout leads us
1o conclude Mr. Blum's final opinion letter may be insufficient to protect SDCERS
Board members from a finding that they breached their fiduciary duty.

Conclusion and Recommendations

The record we have reviewed clearly shows SDCERS was backed into a corner by
the City, which apreed to provide enhanced benefits 10 its union members, and
thereafter sought to “pay” for these benefits through reduction of its contributions
to SDCERS. The City’s enhanced benefits proposal to its unjons was expressly
contingent on SDCERS’ agreement to reduction in the City’s contnbutions. In
essence, the City and unions forced SDCERS into precisely the circumstance its
fiduciary -counsel and actuary considered highly improper: linking benefit
enhancement with contribution relief. Furthermore, the inherent and recognized
conflict under which certain SDCERS Board members operate appears to have
been exacerbated by the inclusion of additional benefits for those Board members

during the negotiation process.

To avoid a continuation of this inherent conflict during ow representation of
SDCERS in the Gleason litigation, we recommend SDCERS form a litigation
comrnittee 1o direct its defense of this litigation. Our review of SDCERS’ Charter
indicates it cannot act without a quorum of its Board. In light of the fact the
majority of its Board are Individual Defendants, and are separately represented, the
composition of the litigation committee 1s a difficult question, and lacks clear
precedent.  Nometheless, we believe the committee should be comprised of the
Board president, at least one senior Staff member and Staff counsel, and Board
members who have the fewest possible ties 1o either the City or the unions. This

would allow a relatively “disinterested” litigation committee to make
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recommendations to the Board on important decisions to be made in dzfending
against the Gleason litigation. In this manner, the influence of “interested” (and
paotentially conflicted) parties would be at least minimized, thus increasing
SDCERS’ ability to defend this action in a manner consistent with its
Constitutional mandate.

If the “litigation committee” format proves unworkable, SDCERS may be able to
adopt a course of action similar to that used by corporations defending against
" derivative lawsuils in which a quorum of disinterested directors cannot be
assembled, In such circumstances, the corporation will sometimes hire a “lidgation
representative” whom it empowers to act on its behalf in directing and controlling
the litigation. We have not yet researched whether SDCERS’ rules of govemance
would permit it to designate an independent third party as its fitigation
representative in this action, but would be happy to do so if you so choose.
Potential candidates for such a position would include retired judges such as Hon.
Lawrence Irving, or Hon. Howard Wiener, or other individuals with an outstanding
reputation for ethical conduct and business judgrnent.
ion that SDCERS Board members breached their fiduciary
duty io its members and their beneficiaries by executing the November 18
Agreement, we believe it should adopt a litigation strategy designed to obtain an
increased contribution obligation from the City. The first step in this process
vwould be to exercise its right under the November 18 Agreement to “nullify” the
Agreement. Thereafter, SDOERS should work with its actwary to produce a
defined contribution schedule which meeis SDCERS’ obligations to its members
and their beneficiaries in a manner consistent with other public agencies in this
State. This actuarial calculation should then be used as the basis to oblain a new
contribution agreement from the City in the context of mediation proceedings in

this litigation.

In light of cur ¢

Ve believe mediation is appropriate in this matter both because 1t would avoid a
finding that SDCERS Board members breached their fiduciary duty to its members,

as well as because we believe this will not be the last lawsuit Mr. Conger files as a
yoonlt Afthe Navemher 1R g eement. As members of Staff have made clear to us

ACoWi Uy wlC i~xOVYEILIULL 10 /M gment. AS memopar

SDCERS has sufficient funds to meet its current obligations 1o the class of retirees.
What Mr. Conger appears to not yet appreciate is that the November 18 Agreement
compromised the interests of fuure SDCERS members much more than those of
existing members. That is, from Mr. Conger’s perspective, he has the “rght”
lawsuit, but the wrong plaintiff class. We suspect this fact will not be Jost on Mr.
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Conger forever. In the meantime, the defendants enjoy a small strategic advantage
in developing a strategy that would eliminate the potential for a second lawsuit on
these facts while plaintiff counsel remains apparently unaware of the possibility of
such z lawsuit. Developing a litigation strategy, as outlined above, that incentivizes
the City to cooperate in reaching that goal is therefors of paramount importance.

As everyone is well aware, this is an extremely complicated matier, with
rarnifications reaching far beyond the limited scope of the Gleason litigation itself.
We recognize that our analysis and recommendations may be inconsistent with
SDCERS’ political objectives, and we cannot offer any guidance on how to
reconcile the two. Nonetheless, having been forcad into litigation over what was
originally a political and legisiative issue, SDCERS must now formulate a
' litigation-based strategy for dealing with its current circumstances. After reviewing
this letier, we would appreciate an opportunity to meet with appropriate SDCERS
representatives to discuss this issve further.

Thank you for your attention to this matter. We look forward to hearing from you.

Very truly yours,

Reg A. Vitek
aplan Mchahon Vitek

I
A Law Corporation

MAL/RAV:bs
cc: Michael A. Leone, Esq.
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JESUS RODRIGUEZ

ASSISTANT DISTRICT ATTORNEY

v {619) 531-4040
BON’NTIE’ wvf }DYJMAI\TIS . hrpi//www. sandiegoda.com
DISTRICT ATTORNEY
May 17,2005 - Contact: Gail Stewart
For Immediate Release o (619) 531-3790

District Attorney Files Felony Conflict of Interest Charges
Against San Diego City Pension Board Members

San Diego District Attorney Bonnie M. Dumanis announced today that felony cha:ées have been
filed against six former and current members of the San Diego City Employee Retirement
System Board of Trustees, following an 11-month investigation. ‘

The six defendants, Ronald L. Saathoff, John A. Torres, Sharon K. Wilkinson, Cathy Lexin,
Mary Vattimo and Terri A. Webster, have each bem charged with three felony counts of
Government Code 1090, which states in part that, “...city officers or employees shall not be
financially interested in any contract made by them in their official capacity or by any body or
board of which they are members.” The felony charges carry 2 maximum sentence of three years
in state prison. '

“The legislature created Government Code Section 1090 to ensure good government,” DA
Dumanis said. “It requires that people in fiduciary positions may not serve two masters at the
same time--when they act to the detriment of one or the other and it results in their financial
benefit.”

On July 11, 2002 The SDCERS Board of Trustees voted to approve and accept an amended
version of a City of San Diego proposal which deferred a percentage of City of San Diego
employer contributions and avoided the City’s obligation to make 2 balloon payment to
SDCERS as negotiated under the terms of a prior City agreement. The amended proposal
included a negotiated enhanced retirement benefits agreement between the City of San Diego
and three of the City of San Diego Employee bargaining unions. '

These unions included the San Diego Fire Fighter’s Local 415; Municipal Employees
Association; and American Federation of State, County and Municipal Employees Local 127.
Each of the trustees named in this criminal action voted in favor of this proposal and personally
benefited as a result of their involvement with the amended proposal.

After the vote, Saathoff’s monthly pension increased by $2,530.23 to $9,703.66; Torres” monthly
pension increased by $386.52 to $4,016.81; Wilkinson’s monthly pension incrbased by $477.60
t0 $5,096.26. Assuming that the other three defendants retire at age 55, Lexin’s monthly pension
would increase by $537.45 to $5,636.06; Vattimo’s monthly pension would increase by $703.70
t0 $7,108.21; and Webster’s monthly pension would increase by $1,073.67 to 510,862.41.
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SUPERIOR COURT OF THE STATE OF CALIFORNIA
FOR COUNTY OF SAN DIEGO R =
CENTRAL DIVISION e Seperior Coun
MAY 17 2005

THE PEOPLE OF THE STATE OF CALIFORNIA DECIARATION IN sy PR Re e Deputy
ARREST WARRANT
Plaintiff,
Vs, ) : Case No. CDh180830-02
RONALD LEE SAATHOFF, ‘ D.A. No. zEMB=3-
Defendant. |

I, VINCENT GIAIME, declare:

| am & peace officer employed by the San Disgo District A"TDF")D\/ s Office and |
allege and state the following:

| have bsen employed as a District Attorney Investigator for approximately six years.

| am currently assignad to the Special Operations Division. | have been a psace officer or.

special agent for over 31 vyears. Pnor to working for the District Attorney’s Office, | was

employed by the Naval Criminal Investigative Service for twenty-two years. Prior to that, |

vas employed by the New York State Special Prosecutor’s Office as 2 special investigator

investigating corruption in the criminal justice system for thres ysars, During my caresr, |
have investigatad hundreds of political corruption and fraud cases.

. During the course of my duties with the District Attorney’s Office, | was essigned In
June 2004 to investigate reported violations of Government Cods 1080 Conflict of
Interest contracts, sales and purchases by mesmbers of the San Diego City Employee
Retirement System (SDCERS) Board of Trustees, and other City employees who may come
within the purview of Government Code Section 1080. It was determined that six
SDCERS Board trustess participated in and votied on the contribution agreemnr\t later
identified as Manager's Proposal 2 (MP2), which was tied to the City approving certain
City employess receiving enhanced retirement benefits. The six trustess inciude thy
LEXIN, Ronald L. SAATHOFF, John A. TORRES, Teresa (Terri) A, WEBSTER, Sharon K.
WILKINSON and Mary E. VATTIMO, ' :

In conducting the investigation | have learned the following information based upon

my discussions with witnesses, and by reviewing the following categories of documents:
} depositions taken during the civil case entitled Glsason v. San Dicgo Citv Emplovees
Retiremeant Svstem (GIC 803779); (2) minutes and tape recordings of SDCERS Board
meetings; {3) mmu’os of open and closed sessions of the San Disgo City Council; (4)
memorandums of understanding signed in 2002 bstwesen the City of San stgo and .
various local umions; (B) emall communications of Larry Grissom (SDCERS retirement




DECLARATION IN SUPPORT OF ARREST WARRANT ' PAGE2
(RONALD L. SAATHOFF)

‘Aministrator): (8) emails of various City employees, Cathy LEXIN, Mary E. VATTIMO,
_eresa (Terri) WERSTER, Ed Ryan, Patricia Frazier, Kelly Salt, Les Girard, Bruce Herring and

others: (7) the Blue Ribbon Committee Report on City Finances; {8) City Attorney Interim
Reports: {9) numerous City documents, including the “table books” utilized by City
employees during the mest and confer process of 2002; (10) payroll records of City
'person I, and (11) the report prepared by Vinson and Elkins LLP &t the request of the City

. {authors Paul S. Maco and Richard C. Sauer).

During my investigation | determined that SDCERS is responsible for administering.
and managing the defined benefit retirement funds for the City of San Diego, the Unified
Port District and the Airport Authority (the pian sponsors), and for their General members,

Safety membears, Elected Officers and Retirees. The San Diego City Council,

as the Plan
Sponsor,

establishes benefits and makes contributions to support. benefits; SDCERS
invests the assets to reduce future City contributions, administers the benefits and
provides the cost of these benefits, The SDCERS Board of Administration is compromissd
f 13 trustees, 3 representatives from the City (City Manager, City Auditor and City -

o

Treasurer, or dosmgn }: 4 citizens appointed by the City Council; 3 representatives
e

{on

lect ed by General Members; 2 representatives elected by police and fire safety members

sach) 1 representative elected by the retired mambers,

Ronald L SAATHOFF. is a Fire Captain with the San Diego Fire Department and has
i T inte i

e President of the Firefighters International Association of Firefighters Local 145
since 1980, He hes repressnied the Firefighter's on the SDCERS’ Board since 1985 and
25 on ths Board during the negotiation and vots of MP2

sctor and was appointad
to represent the City Manager's Office on the SDCERS’ Board in Juns 2001, She is also 2
General Member of SDCERS as a city employes.

Cathy LEXIN is the City of San Disgo Human Resources Dirsct
sant

Teresa (Terrl) A, WEBRSTER was the Assistant Auditor and Comptrolier for the City
of San Dizgo and was appointed to bDC RS’ Board to represent the City Auditor and
Comptroller: She has been on the SDCERS’ Board since 2pproxi "nateiy October 1885,

Mary E. VATTIMO is ths Treasurer of the City of San Diego and was appointed 10
SDCERS' Board when she became the City Treasurer in June 2001. She has been & City
- employee since 1987 and is a General Member of SDCERS.

Sharon K. WILKINSON: has been a City employes since 1875 and

19 is currently 3
Management Analyst for the City, She was einc d to SDCERS’ Board in 1382 by the
eneral Members and has sarv;'d three consecutive terms. She

is a2 mesmber of the
Municipal Employeses As:ouatzon

John A. TORRES is a latent fingserprint examiner for ths San Diego Polic
‘Department Crime Laboratory and is a Gene ral Member of the SDCzRS

3

He is a mamber
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~nd the Vice President of the ‘Municipal Employee Association and is ssrving his se cond
arm on the SDCERS’ Board.

SDCERS weas established by the City, essentially as a trust. Itis administered by the
Board and not the City or the City Council. The Board acts as a fiduciary as 1o the
bensficiaries of SDCERS. lits members) and its duties towards these beneficiaries in
carrying out its administrative functions take precedsnce over any other duties that the
Board may have to other entities involved in SDCERS, including the City. The City Charter
directs the City Treasurer to hold SDCERS funds ;eparatﬂ from the funds of the City and
payments may only be made at the direction of the Board.

The Californiz Constitution requires members of the Board to act as fiduciaries and
to act solely in the interest of and for the exclusive purpose of protecting and preserving
bensfits of its members while minimizing employer contributions. The duty to its members
takes precedence over all other duties. The constitution provides board members must ac*t

with care, skill, prudence, 'and diligence under the circumstances then prevailing that s
prudent person acting in a like capacity and familiar with these matters would use in tne

conduct of an enterprise of a like character and with like aims.”

A pension system derives its ability 1o pay benefits from three sources: employer
contributions, employes contributions and sarni ings generated from such contributions.
Under SDCERS, both the City and its members must contribute certain amounts  as
prescribed by the City Charter and applicable municipal statutes in order to fund ths
bensfits, Employses make contribution rates es a percentage of compensation, and are

baszad on the ags of a membser upon entry into SDCERS and actuarial calculations that ar
approved by the Board. : ‘

The City is to com:rbute annuaﬁy an amount certified by the actuary that is
determined to be the actuarially required contribution for the City. Each year the Board
selects an actuary to perform an actuarial valuation of the plan to dstermine whether ths
plan currently has the funds necessary 1o satisfy it's currant and future beneTfit obligations.
The annual actuarial valuation of a defined benefit plan is bassd on various acwar,al
assumptions, such as investment performance, employee retention rates, mortality table
expected increases in compensation and sxpected cost-of-living adjustments. Tn~"'ana}y=rs
permits the Board to determins the necessary contributions made by the City and its

employees to satxaw the annual cost under the City's defined bensfit plan with SDCL.H:
.and the overall f _mo ng status of the plan.

-t

‘ The SDCERS Board of Trustees voted to approve and accept the City of San Diesgo’s
proposal, (MP2),on July 11, 2002 The Board's approval of MP2, which de ferred a
percentage.of City of San Diego employsr contributions and avolidsd the City's obligation
of having to make a balloon paymsant to SDCERS es negotiated under the terms
Manager's Proposal 1 (MP1), was tied to a nsgotiated snhancead rchemzmt banefit
sgreement that had beesn nesgotiated during the 2002 "meet and confer” labor nsgouaf ion

of

(s
S
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stween the City of San Diego and three of the City of San Diego Employee bargaining
Lnions. These unions included the San Diego Firefighter's Local 145, Municipal Employees
Association and Local 127 American Federation of State County, and Municipal
Employees. Cathy LEXIN, Teresa (Terrl) A. WEBSTER, John A. TORRES, Ronald !

pe_—

‘ )
SAATHOFF, Sharon K. WILKINSON and Mary E. VATTIMO, zll San Diego City employes
and SDCERS Trustee Board members, personally benefited as a result of their involvement
with MP2.

Government Code Saction 1090 provides in part:

“Members of the Legislature, state, county, district, judicial district, and city
officers or employees shall not be financially interested in any contract made
by them in their official capacity, or by any body or board of which they are
membears. Nor shall state, county, district, judicial district, and city officers
or employees be purchasers at any sale or vendors at any purchase made by
them in their official capacity...” ‘ ‘ :

By the fall of 2001, it was apparent that +he investment marksts were continuing to
suffer & downturn in returns, which eroded the SDCERS earnings. In February 2002 2 draft
actuarial report for the fiscal year anded 08/30/07 bscame available from the SDCERS
actuary Richard Roeder. The report showed the funded ratio had dropped to £8.8 % and
appsared 10 be on a downward spiral. This caussd significan erns for the City of San
Disgo as demonstrated by a series of internal emails. Th an obligation under the
1998 MP1 agresment +o ensure the funding ratio would n bslow 82.3%. |If and
when this occurred the City would be required to increass the p rcentage of the payments
mads o the SDCERS and to make a balloon payment which was estimated at the time 10
be between $25 million 0 $100 ‘million, 'depending upon various interpretations of MPT.
Deputy City Manager Bruce Herring was interviewed on April 1
City was quite concernsd. about making the balloon payment,
significant negative impact on the City budget. ’

con
.
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. He stated that the
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in the spring of 2002, .thé City engaged in the “meast and confer” process with th
City employee unions. During that process 2 number of improved bengfits wers nsgotiat
and offered to the unions. The banefits included salary increases and enhanced retirement
benefits. The City's labor negotiators informed the unions in the meet and confer pr

ocess
that the enhanced retirement benefits were contingent upon the SDCERS Board'approving
"2 modification to the existing City contributions agreement (MP1). The modification to this
agreement subseguently bescame known as MP2. Ths nexus bstween, the enhanced

rstirement bensfits and MP2 was confirmed during the March 24, 2005 interview of Daniel
Kelley, former City of San Disgo Labor Relations Manager, the April 1, 2005 intervisw of
Michasl McGhee, City of San Disgo Lebor Relations Manager, and the April 15, 2000%
interview of current City Manager Lamont Ewell. This nexus is also documented in various
City documents and the NMemorandums of Understanding between ths City and ths three
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ployee bargaining Unions, Firefighter's Local 145, MEA and Local 127 AFSCME that
weas ultimately approved by the San Diego City Council on November 18, 2002,

On May 28, 2002 sccording 10 SDCERS' Board minutes, City Manager Michael
Uberuaga made a presentation to +he SDCERS’ Board, requesting the Board modify the
existing contribution schedule under MP1, which was 2 binding agr
.City and SDCERS.

MP1 had been approved by 1he SDCERS' Board in July 1386, It was also tied 1o
enhanced retirement benefits and changed how the City funded SDCERS. MP1 permitted
contribution to be made by the City to SDCERS at actuarial rates
conventional funding methods.

esment betwesn the

baslow the rates of more

In & memorandum dated June 10,2002, from City Manager Ubsruaga and directed
+o SDCERS, Uberuaga outlined NP2, which would reduce the funding ratio from 82.3% to
759% and establish other criteria that had the nst effect of reducing the immediate need to
pay ~substantial funds 1o SDCERS. It was referred to 2s 2 contribution rate stabilization
plan, or, in other words, 2 method to eliminate the peaks and valisys in payments 1o
SDCERS. Bruce Herring subsequently scknowledged to Vinson & Elkins that MP1's
purpese was 1o push into the future current City costs of its retirement Dbl_igat%ons. MP1
was drafted by Cathy LEXIN and she was also significantly involved in drafting MPZ2.

On Juns 12, 2002, fiduciary counsél for SDCERS, Robert Blum and Constance
Hiztt, prepared a draft opinion letter which expressed serious resarvations with MP2. The
draft opinion noted that under its interpretation of MP1, prior 1o any modification, that if
the funded ratio of 82.3% was reached it would requirs the City to pay at lsast $75
" milfion to SDCERS, The letter opined that there was 2 vmaterial risk” if the City's
modification of MP1 were 10 be litigated that the court would find that approval by. the
Soard of the amendment was not a prudeni exercise of their fiduciary duties.

In response to the fiduciary counsels’ concerns, & further modification was made 1o
the City's proposal, which addressed some of the issues raised in the draft letter.
Ubsruaga genesrated another memorandum, dated June 18, 2002, to reflect the changes
+p the proposal, The final version of this memorandum was sent via emall from LEXIN 1o
the sacretary of the Board on Juns 19, 2002, The email chain indicates it was drafted at
lzast in part by LEXIN, '

On June 21, 2002, SDCERS held its monthly public meeting. The major topic was
he City's propesal 10 modify its funding obligations to SDCERS. Individuals who attended’
he mesting includsd all 12 trusises (Vattimo was not present], Herring, Blum and Hiatt,
and Richard Roeder. Harring presented MPZ 10 the Board, advising the Board that this
proposal had substantial improvements over MP1. Brior to any discussion by the Board, or
any remarks by fiduciary counssl or Roeder, LEXIN made a motion to adopt the proposal as
presented by Herring, WEBSTER seconded the motion. . This motion and its sscond were

~t t
(U]



|

DECLARATION IN SUPPORT OF ARREST WARRANT PAGEG
(RONALD L. SAATHOFE) o

-ade prior to Blum and Rosder exprassing [their respective concerns. Blum's and Roeder's
_oncearns about the proposal were known 15 both LEXIN and WEBSTER. Howevar, befors

any vote was taken on the motion Blum ana Roeder both made presentations to the Board,
expressing several concerns regarding the City's proposal. Although Herring encouraged

+he Board to vote on the proposal at the meeting, the Board tabled the discussion until
sdditional information could be obtained. ' :

' A memorandum dated July 8, 2002 was prepared by LEXIN and addressed to the
Mayor and City Council in preparation of the Council’s closed sesssion hearing on July 87,
The memorandum agdvises the Mayor and Council that the initial reaction of the SDCERS’
Board to the City's proposal to modify the funding arrangement was “guite negative” in
fight of the fiduciary counsels’ position. The memorandum indicated that the City
Manager's office wanted +5 be prepared to offer another modification, by eliminating the
request to lower the funding ratio from B2.3% to 75% and adding a five year phase in if
+he 82.3% leval is reached. The memorandum also stated “based upon our conversations
with the Restiremeant Administrator [Lawrence B, Grissom], we anticipate 2 moticn from a
Board membar which would further modify the proposal before the board...” On July 87
the City Council voted in closed session to approve +he additional modification, if it weas
necessary to obtain approval. Present in the closed door session were, among others,

LEXIN, Herring and City Auditor and Comptrolier Edward Ryan. Ryan was the supervisor of
VATTIMO during this time psriod.

On April 21, 2005, and May 4, 200%, Lawrsnce Grissom - was intervi
AP <1, LYV Y Fy eV

interviewed and
confirmead That he was aware of the addsd change 10 the proposal and identified Ronald
SAATHOFF a5 the Board member referenced in the LEXIN memorandum of July 9, 2002

On July 11, 2002, a special public mesting of the SDCERS Board was hsid 1o
address the City's propesal regarding the modification o the City's contribution 1o
SDCERS. All 13 trustees were present, as were Blum, Hiatt, Roeder, Herring, and others.
Herring made a presentation in support of MP2 and-also encouraged the Board to act
immediately on the matter. Roeder and Blum also addressed the Board. During public
commeant various labor union representatives spoke in favor of the City's proposal. One
sormer Board trustes spoke in opposition and asked the rhetorical question “Would you as
z_Board vote for this or would the City Manager even be hare if there wasn't this guid pro
guo going on whsre there was an increase of benefits tied to thisw LEXIN
«Rareatier made a motion 1o support the City Manager's reguest to adopt MP2. it was
secondsd by WEBSTER, After lengthy discussion SAATHOFF offered a substitute motion,

istent with the motion described in the LEXIN memorandum of July 8, which kept the
nding ratic at 82.3% along with the other changes. This is the substitute motion which
CEXIN was already eware of, and had brisfed the City Councl regarding two days sarlier.
1t was to bs made if her initial motion appeared 10 bs unsuccessful. The Board ultimately
passed the substitule motion 8-2, with one absiention. Two appointed Board members
Richard Vortmann and Diann Shipione, 181t prior 10 the voie

due to expressed tims

|
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nstraints. The two individuals who opposed the motion were Thomas Rhodes, Police

Ufficers Association representative and David Crow, retires elected official.
‘The six_trustees who benefited from the enhanced retirement b

enstits all voted in
favor of the motion.

— b P -
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Ronaid L. SAATHOFF benefited as one of the enhanced retirem
2002 “meet and confer” wes to allow SAATHOFF to re

i

=

ceive an increase in his retirement
aliowing him to add his union salary as the President of Firefighter's Local 145 to his Fire
epartment Captain's salary (which wes collectively capped at the City’s Labor Relations
Managsr salary) for use in his retiremeht benefit calculations. SAATHOFF subseguently
retired and entered the Deferred Retirement Option Plan (DROP) on 7/02/2003 at ags
55.355. His monthly pension benefit without the 2002 increase would have bes

$7,173.43. As a result of his sctions and the passage of MP2 he is recelving $9,703.68
monthly. ' :

John A. TORRES benefited as a ‘general member of SDCERS. He received the
general member retirement factor increase from 2.25% to 2.5% at age 55. TORRES
subseguently retired on 1/22/2005 at age 55.888 and entersd the DROP program. His
monthly pension benefit without the 2002 increase would have besen §3,830.29. As a

result of his actions and the passage of MP2 he is receiving $4,016.81 as & monthly
sension benefit.

jvy

general member retirement factor increase from 2.25% 5 2.5 % at age 55. WILKINSON
subsequently retired on 2/20/2005 at age 55 and entered the DROFP program. Her
monthly pension benefit without the 2002 incresase would have been $4,618.66. As a
result of her actions and the passage of MP2 shs is receiving $5,088 '
pension benefit. ' ‘

Sharon K. WILKINSON benefited as 2 general member of SDCERS. She recsived the

58 iy
.28 as a montniy

Cathy LEXIN benefited as a general member of SDCERS. She rece
1 ' ent fa inc e from 2.25% to 2.5% at age 55. LEXIN hz
55 vysars of age. However, at age 55 she will eligible to retire

R a

monthly under the 2002 increase. Had she retired without the nhanced retirement
benefits derived from MP2, her monthly pension benefit would have been $5,088.81.
Thess calculations are based upon the assumption her highest one ysarl salary was
$128,518, which was her salary as of 07/19/2002. Subsequent salary increases since
July 2002 act to increase the differential further.
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-~ 404,51, These calculations are bzsed upon +hs assumption her highest one year salary

L es $120,426, which was her salary as of 7/19/2002. Subseguent salary increases since
. t vrr * r t 1 :

July 2002 act to increass the differential furtner. :

Teresa (Terri) A. WEBSTER sensfited as a2 general member of SDC
n retirernent factor incrsase from 2.25% 1t0.2.5% &t 8
d the S0% salary cap becsuse she was hired before she was 24 years
of age. This option 10 excead the salary cap was “grand parented” In the 2002 enhanced
retiremsnt benefits. WEBSTER has not attained 55 yesars of age. However, at age 55 she
will be eligible to recsive 510,862.41 monthiy under the 2002 increase. Had she retired
without the enhanced retiremsnt henefits derived from MP2, her monthly pension bensfit
would have been $9,788.74. These calculations are based upon the essumption her
highest one year salary was $136,298,  which weas her satary as of 7/19/2002.
‘subssqguent salary increases since July 2002 act to increase the differential further.
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A chart summarizing the above-referenced calculations follows:

\ TORRES \ Retire

F\VILKINSON \ Retired 02-20-05 at age 35 \ $4,618.66 | \

| LEXIN \ $128,518

| AJ
VATTIMO \ $120,426 & $6,404.51 ~ \ $7,108.21 J
| WEBSTE \ $136,296 \ $9,788.74 \ $10,862.41 |

On February. 18, 2004, a class action suit entitled Glsason, et'al Vv Szn.Diego City
tmployees Retirement Sysiem (SDCERS), case ~umber GIC 803778, wes
Court of the State of California for the County of San Diego. T
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sgson, @ mamber of the SDCERS, contended that a 2002 contract referred to as MP2
cotered into between the City of San Diego and the Board of Administration of SDCERS,
should be voided bscause six of the 13 trustees on the Board had a financial interest in
+hat contract. He ealleged that six srustees’ action violated Government Code section
87100, a status contained in the Political Reform of 1874, and Government Cods s=ction
1080, SDCERS and the City cf San Disgo litigated the matier for over a vyear, i
August 2004, entered into & sertlement with the plaintiff class on terms that bo
financial stability of the retirement systems. The ssttlement essentially obviated
operation of MP2.

L

1 -
151Si

siere
any Tutur

The discovery process included the taking of several dspositions. SAATHOFF was
deposad on January 23, 2004, TORRES was deposed on January 27, 2004, WEBSTER.

was deposed on January 28, 2004,  LEXIN was deposed on January 30, 2004,

WILKINSON was depessd on February 5. 2004 and VATTIMO wes deposed on Febru
g, 2004. :

oS
G

TORRES and WILKINSON in their respsctive depositions acknowledged that the
i =nt benefits were contingent upon the SDCERS Board approval of MPZ.

Diann Shipione, a SDCERS Board trustes, was interviewed on March 30, 2003. She
said it was quite esvident 10 har that the enhanced retirement hensfits ware contingsnt
on the SDCERS' Board approva

| of the modification of the City's contribution 10 thea

retirement system. She specifically recalled Ubsruaga addressing the Board and explaining
that these retirement enhancements Wears conditioned upon the Roard approving the undsr

funding. She sald there was never any attempt to disconnect the two and it was apparent
+o har that the Board members that were affected by these benefits wantsd them to bs
granted. She said it made absolutely no sense 10 under fund the retirement system. She
.l’.'.

urther reported that she artemptied 1o havs MP2 nullified, but was unsuccessful. She said

she recalled a number of the Board members telling her that they did not want 1o nd

+he proposal but she specifically ecalled Sharon - WILKINSON  teliing her that sh
(WlLKlNSON} did not want to give up her banefits. '
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| declare under penalty of perjury that the foregoing is trus and correct.

P
¥

| Exscuted in San Diego County, California, on the !7 day of May, 2005.

Declarant

N —
Declaration read: ff/r“? Lo

Warrant to issue! gy o
P . . 7 P
The dafendant is to be admitted to bail in the sum of £5.000.

i

s c’.;gz,fi@"iéf*

Judge of the Superior Court

;—;",7,”05'% Rev s e S’/)g//"}r* AT 5‘2:00 '






IN THE SUPERIOR COURT OF THE STATE OF CALIFORNIA
FOR THE COUNTY OF SAN DIEGO

"HE PEOPLE OF THE STATE OF CALIFORNIA, - [ CTNo. SCD190930
Plaintff, | DA No. ABM833

INFORMATION
ATHY LEXIN,
dob 12/21/ 50,

ONALD LEE SAATHOFF,
dob 02/21/48,

OHN ANTHONY TORRES,
dob 03/11/49;

{ARY ELIZABETH VATTIMO, ~. CotmRL "
dob 08/09/60;

ERESA AJA WEBSTER,
dob 04/22/62;

HARON KAY WILKINSON,
dob 02/ 20/ 50;

Defendants

PC296 DNA TEST STATUS SUMMARY

refendant DNA Testing Requirements

EXIN, CATHY DNA sample required upon conviction
AATHOFF, RONALD LEE DNA sample required upon conviction
ORRES, JOHN ANTHONY DNA sample required upon conviction
ATTIMO, MARY ELIZABETH DNA sample required upon conviction
'TEBSTER, TERESA AJA DNA sample required upon conviction
TLKINSON, SHARON KAY DNA sample required upon conviction

Page 1 of 3, Court Case No. SCD190930



CHARGE SUMMARY

Count Charge Issue Type Sentence Range Special Allegations  Allegation Effect

1 GC1090 Felony 16-2-3/$1,000
LEXIN, CATHY

SAATHOFF, RONALD LEE

TORRES, JOHN ANTHONY
VATTIMO, MARY ELIZABETH
WEBSTER, TERESA AJA
WILKINSON, SHARON KAY

The District Attorney of the County of San Diego, State of California, accuses the Defendant(s) of commitung, in the
County of San Diego, State of California, the following crime(s):

CHARGES

COUNT 1 -CONFLICT OF INTEREST - SPECIFIED OFFICIALS

On or about and between May 29, 2002 and November 15, 2002, CATHY LEXIN, RONALD LEE SAATHOFF,
JOHN ANTHONY TORRES, MARY ELIZABETH VATTIMO, TERESA AJA WEBSTER, and SHARON KAY
WILKINSON , being a city officer and employee, and thus an officer and person prohibited by the laws of this state
(Government Code Section 1090) from being financially interested in contracts made by him m his official capacity,
and by a body or board of which he was 2 member; and from being a purchaser at any sale made by him in his official
capacity; and from being 2 vendor at any purchase made by him in his official capacity, did willfully and unlawfully
violate the provisions of such laws, by pardcipating in the deliberative process and/or creation of Manager's Proposal
BERNMENT CODE SECTION 1090,

‘i vialad e
2, 1n violation of GOVERN]! CODE SECTIO?!

Sursuant to PENAL CODE SECTION 1054.5(b), the People are hereby informally requesting that defendant's counsel
srovide discovery to the People as required by PENAL CODE SECTION 1054.3.

The People reserve the right to amend the accusatory pleading to further allege any and all facts in aggravaton in light of
3lakely v. Washington (6/24/2004) ____ U.S. __ 124 8.Ct. 2531, 2004 WL 1402697].

Page 2 of 3, Court Case No. SCD190930



Sheriff’s records indicate that as of the booking date one or more defendants have not yet provided a DNA sample to the
DO]J database. Pursuant to Penal Code Section 296(e), the court shall order collection of DNA from the defendant(s) if
wdvised by the prosecuting attorney that a sample is required but has not been provided by the defendant. Pursuant to
>enal Code sections 296/296.1, if not already required from a past conviction, any defendants who have not done so will
»e required to provide a sample upon conviction of this felony offense.

[HIS INFORMATION, NUMBERED SCD190930, CONSISTS OF 1 COUNT.

BONNIE M. DUMANIS
District Attorney

County of San Diego
State of California

by:

Date Deputy District Attorney

Page 3 of 3, Court Case No. SCD 190930






75-0001 /1

BN 6 g

;  FILED ¢

CLERK, U.S. DIsTRICT ooy
RT
ig?wnﬁﬁubﬁmmm1KGMﬁbmﬂA

%

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF CALIFORNIA ‘ .

Januvary 2004 Grand Jury

Criminal Case No. Om%ﬁéﬁ

INDICTMENT

Title 18, U.S8.C., Sec. 371 -
‘Conspiracy to Commit Wire and
Mail Fraud; Title 18, U.S8.C.,
Secs. 1343 and 1346 - Wire
Fraud; Title 18, U.S.C.,

Secs. 1341 and 1346 - Mail Fraud;
e ] o '18 TYQ(‘I S, 2 -

o - e L e

Aiding and Abetting

UNITED STATES OF AMERICA,
Plaintiff,
V.

RONALD SAATHOFF (1)},
CATHY LEXIN {(2),
TERESA WEBSTER (3},
LAWRENCE GRISSOM (4),

INE CEAPIN (5),

wR.D.J..Nx; CHAPIN

" Defendants.

I o R

The grand jury charges:

INTRODUCTORY ALLEGATIONS

At all times relevant to this Indictment:

The San Diego Citv Emplovess' Retirement Svstem

1. The San Diégo City Emplovees’ Retirement System (hereinafter
“SDCERS”) administered the funds used to prow’ride‘retirement, health
insurancé_, disability and death bénefits to current, former, and
retired cit;} employees end their beneficiaries. The City.of San Diego
(hereinafter “the City?’) was SDCERS' plan sponsor..' AS the plan
sponscr, the Clty was reépcms ible for providing SDCERS with sufficient

JBO:nlv{2) :San Diego
1/6/706

EXHIBIT <1
mwrf4Q4?%gﬂ
DATE SHieé

f}g A Krammd&.Associates, Inc.

0075-0001
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funds to pay for the retirement, health insurance, disability, and

pa—

“dsath ‘benéfit‘sf to current, former, and retired héi't’y employvees and'|’
their beneficiéries .

2. With vthe assistance of an outside actuary, SDCERS determined
how much thé City neesded to pay each year to ensure that SDCERS had
sufficient funds to pay for the retirement, healih insurance,
disability, and death bemefits of the 'City'vs current, former, and

retired employees. The outside actuary also calrulated SDCERS’

© o & B W R

funding ratic on an annual basis. SDCERS' funding ratio was the ratio

o
<

between its assets and ligbilities. A funding ratio of less than 1OQ%F
i1 meanf: that SDCERS did not have sufficient assets to cover its
12} liabilities. .

13 3. Ontil its reorganization 4o April .2005, & . Board of
14§ administration (hefeinafter *SDCERS Board+?) with 13 trustees governed
151 che administration of SDCEES‘ funds. The SDCERS Board included four
15 trusteés appointed by the City Council, three vity officials serving
174 as ex-officic trustees, one trustee elected by city firefigﬁters, one
18§ trustee electeci by city police officers, three trustees elect-ed"by
19; city general employees, and one trustee elected by retired city
2(5 employees. ThevSDCERS Board had to approve by majority vote any city
.21} proposal that would c.'n‘ange the City‘s contribution reguirements o
22 ¢ SDCERS.

23 4, Each trustee of the SDCERS Board had a Fiduciary duty to the
24 | Board and public. The primary fiduciary. dﬁty of the ,SbCERS Board was
25| to ensure that SDCERS bad sufficient funds to pay for the retirement,

26| health insurance, disability, and death benefits of the City’s

th

271 current, former, and retired employees. This fiduciary duty reguired

28 | each SDCERS Rocard Trustee to disclese all material information to

%z
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1} their fellow SDCERS Board Trustees, including all information about

proposals that could affect the funding of SDCERS and all information |’

-

about whether an SDCERS Board decision could impact the financial
interests of an SDCERS Board Trustee.

5. Consistent with this fiduciary duty, the SDCERS Board
enacted its “Rules of the Retirement Board of Administration.”
According to tﬁeée Rules, esach SDCERS Board Trustee had a fiduciary

duty to “avoid any activity which may be interpreted as a conflict of

OO 1 Ty bt bW

interest,” to “conduct all SDCERS business responsibilities in a fair
10 § manner and be honest in all business negotiations,® and to
11 “coﬁmmnicate to an appropriate Board or staff member informatiocn on
12} acticns that may be wviclations of the law, [the Rules of the
13§ Retirement Board of administration], or actions which may be conflicts

14} of interest.”. The Rules of the Retirement Board of Administration

151 2also prohibited each SDCERS Board Trustee from “directly or indirectly |

17} or appear to influence the conduct of his or hér duties” and from
18§ *knowingly engagling] in any serial, rotat':ing, or seriatim meeting
19§ through which a quorum of the BRBoard bkecomes invelved in the
20} acguisition of information or deliberation of ény issue, unless the
21} notice and public access provis:lons cf the open meeting laws are|
22 [ satisfied.”

23 6. Defendant RONALD SAATHOFF (hereinafter “defendant SEATHOFF”)
24 j was an SDCERS Board Trustee from the 1980s until 200'5 as the
- 25F firefighters’ representative, and was subject to the fiduciary duties
26 | described above. Defendant SRATHOFF also was president of Local 145,

271 the firefighters’ labor union, and was the lead negotiator for Local

28§ 145 during the 2002 labor negotiations with the City..

1¢.3
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7. Defendant CATHY LEXIN (hereinafter “defendant LEXIN*} was

[y

‘an ‘ex-officio SDCERS Board Triustee” from 2001 until 2004, and was| ™ ’

2
3§ subject to the fiduciary duties described above. Defendant LEXIN also
4 v&as the City’s Buman Resources Director, and was the City’'s lsad labor
5| negotiator with Local 145 and defendant SAATHOFF during the 2002 labor
6| negotiations. | , '
7 8, Defendant TERESA WEBSTER (hereinafter “defendant WEBSTER")
8l was an ex—offiqio SDCERS Board Trustee from 19295 until 2005, and was
9f subject to the fiduciary duties described above. Defendant WEBS‘f’BR'
10] also was the City’s Assistant Auditor and Comptroller, aﬁd later
11 beca:né the City’'s acting Auditor and Comptroller.
12 g. The administration Division of SDCERS managed tbe daily

13| affairs of SIXERS and directly interacted with the SDCERS Board.
14 | Defendant LAWRENCE GRISSOM (he:einafter *defendant GRISSOM") was the
158 administrator of SDCERS and in charge of its Administration Division
161 from 1887 until 2005. According to the Rules of the Retirement Board
Vi7 of administration, defendant GRISSOM was to “be solely respc;nsible to
18} the Board.” &s the Ac‘iministrator of SDCERS, defendant GRISSOM had the
19} duty to keep the SDCERS Board fully informed of all material
20f information, including information about proposals that could affect
211 the funding of SDCERS and information about whether an SDCERS Board
22| decision could impact the financial interests of an SDCERS Board
23§ Trustee.

24 . 10. The ﬁegal Sefvices Division of SDCERS had the duty to
25§ provide legal advice and assistance to the SDCERS Board. Defendant
26| LORAINE CHAPIN {herei,n‘aftér *defendant CHAPIN"} was the General

its Legal Services Division

3%
-3
@]
g
¢
=}
m
®
-t
O
!‘h
w
v}
[®)]
s
u
i3
(a8
th

R e s
in charge o

th

rom

28 1997 until 2006. As the General Counsel of SDCERS, defendant CHAPIN
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Lt

had the duty to keep the SDCERS Board fully informed of zll materisal

2 ﬁnformétiéﬂ,“"‘inciuﬁci'ing inforfiation about (a) proposals that could|
3l affect the fuﬁding of SDCERS, (‘b} SDCERS Board decisions that could
4} impact the financial interests of an SDCERS Board Trustee, (c) whether
5} SDCERS Board Trustees and staff were complying with state and federal
6 laws, and (d) whether an SDCERS Board Trustee had a conflict of
71 interest. ‘ |

8 Manaéer'; Proposzals 1 and 2, =and the 2002 Labor ﬁeootiations

9 11. ‘In 1896, the City and the SbCERS'Board entered into.a.n
10§ agreement ;alled *Manager’s Proposal 1"‘ '(heremafter “MP1l®). Under
111 MP1, the SDCERS Roard agreed to permit the City to pay less than the
12 % actuarially recommended amount of mone’f necéssary to ensure a funding
13§ ratio of 100%. If the _fuﬁding rat:’.ofeli below .82.3%, then a
14 “trigger” would be hit, and the City would be regquired to pay to
15} SDCERS an imminent multi-million dollar balloon payment. Under one

16 ¢ interpretation of Mpl, the City would have been required to restore
17} the funding ratio to B82.3%, requiring the City to pay epproximately |
184 $25 million for each percentage point that the funding ratio fell

16§ below £82.3%. If the funding ratio fell below 78%, the City would ha{re

21 12. In 2002, the City was scheduled to negotiate city employee
22 benefits with four labor unions: Local 145 (the Eirefightexrs’ union),
rhe ©Police Officers’ &zssociation, Local 127 (blue collar city
24 employeés) , and the Municipal Employees Association {white collar city
25 | emplovees) . The blue collar city employeses and white collar city
26 | employees were commonly called the “general membe’rs;“ These labor

27l negotiations were commonly called “meet and confer.” The four labor

78 Il unions wanted increased retirement benefits. The general members’

5
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1§ labor negotiators wanted the City to increase the general members’
"ol podirement multiplier from 2.25% to Z.5%. This incréase from 2.25% 1 7

0 2.5% would have raised the yearly retirement for defendants LEXIN, -

(82

4 | WEBSTER, GRISSOM. and CHAPIN by th'ousa‘nds\o_f dollars each year.

5 13. An i;.ssue in the Local 145 ne«gotiations was whether the
6 firefighters would receive cer_tain benéfits, including whether
7l defendant SARTHOFF would receive the presidential leave retirement
8l benefit.” The presidential leave retirement benefit would permit

9} defendant SAATHOFF to Dbase his. retirement calculation on the
10 combi’nation .of his fire captain salary and his union president salary.
1>1 Without the presidential leave retirement benefit, -defendant |
12§ SAATHOFF‘s retirement benefit would have been based solely on his fire
13 captain’'s salary; with the presidentizl leave retirement benafit,
14} defendant SARTHOFF's retirement would have increased by more than
15§ §

16 3

[

5,00

(@4

per year.

'8

. In 2002, the City .and some of the labor unions reached
170 tentative lebor agreements to grant numerous retirement benefit
18§ increases to scme of the labor unions, including increasing the
19} general members’ retirement benefit multiplier from 2.25% to 2.5% and
201 giving ﬁefendant SAATHOF? ';:hé presidential leave ret‘iremeﬁt benefit.
21} If enacted, t:hése increased benefits would have raised th'e retirement
221 benefits for defendants SPJ&'I;HOFF‘ LEXIN, WEBS;I‘ER, GRISSOM, and CHAPIN.
231 The tentative increased retirement bemefits were made “contingent” on
24§ the SDCERS Board aéreeing’ to modify MP1 so the City would avoid

25§ the imminent required multi-million dellar balloon payrﬁent if SDCERS‘
26 ¢ funding ratio fell below 82.3%; If the SDCERS Board did not agree to
271 modify MP1, them the City would not be reguired to implement the

78 I increased retirement benefits, including the 2.25% to 2.5% increase

6
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1 aﬁd the presidential leave retirement benefit. If‘ ¥P1l had rarnained-
unchanged, defendant SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CEAPIN
would have lost thousands of dollafs each year in increased retirement
benefits. The ‘propo‘sal to modify MP1 and to make increased retirement
benefits contiﬁgent upon that modification became known as “Manager’'s

Proposal 27 (hereinafter “MP2").

-3 {2 h RS w [N Iy

15. 1In 2002, the City presented the SDCERS Board with multiple

oo

versions of MP2, Veach of which would have modified MP1l's trigger so
9|l the City would only have paid the “full éctuariél rate” (estimated‘at
10§ & total of between $25 and $40 million) phased in over a series of
11{ years if the funding ratio fell below the trigger, rather than the
121 imminent multi-million dollar balloon payment that could have g:xc:eet’ied
13} 5100 million if MPl remained unmodified. In these versions of MPZ,
148 the City also proposed lowering the MPl trigger from 82.3% to.75%.

15 16. On or about Friday, Juns 21, 2002, the SDCERS Board meﬁ and
16 § reviewed a version of MP2. Defendant GRISSOM told the SDCERS Board
17§ that the recentiy negotiated retirement benefits were contingent upon
18 | the SDCERS Board agreeing to adopt MP2. At this meeting, the City
19 {f Manager’'s Office proposed reducing the MPl trigger from 82.3% to 75%.
20§ At this mevtiﬁg, gefendant SAATHOFF reviewed the text of MPL an

211 stated that MP1 “could be Ivez:y easily interpreted” to require the Ciﬁy
22| to pay SDCERS the funds necessary to restore SDCERS’ funding ratio to
230 82.3% if the funding ratio fell below 82.3%. Under this
24§ interpretation of MPLl, the City would be reguired to ma¥e an imminent
25| balloon pavment, possibly exceeding SlDC million, if the trigger were
260 hit., After extensive discussion, the SDCERS Boav:c"i did not reach a
27 decision on thé City’s proposal, and agree;d to revisit the issue in

28§ guly 2002.

€.
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17. oOn or about Monday, June 24, 2002, defendant SAATHOFF met
with defendant GRISSOM for soveral hours and discussed the status of |
his presidential leave retirement benefit. aAfter the meeting,

defendant GRISSOM sent an e-mail to defendant LEXIN, and asked about

defendant LEXIN sent an e-mail to defendant GRISSOM: “we'agreed Lo
‘presiden:ial leave’ su.bjecf. to attorneys working out the bugs, Ron

1

2

3

4

5 the status of the presidential leave retirement benefit. In response,
6

7

gl xnows (as zecently as discussions today) that the attorneys and
. 4

auditors are working with Dan on language . not yet in place:
10 . . TELL ROX TO COOL HIS JETS. "
11 18. On or about July 1, 2002, defendant LEXIN drafted a

12| memorandum for the SDCERS Board about MP2 which she shared with
13 || defendants WEBSTER and GRISSOM, gnd others. The memorandum, written
14l in the name of a. Deputy City Manager, stated that the recently
15| negotiated retirement benefits were “gontingent® upoﬁ the‘ SDCERS

- g

16 | Board‘s modificaticon of MPl and its trigger. After receiving edits,
171 and suggestions from defendants WEBSTER and GRISSOM, and ot:-hérs,_
18 | defendant LEXIN céused the memorandum to be sent by e-mail to the
19 || SDCERS Board on or about July 8, 2002. '

20 18, Om or ;«bout July 8, 2002, defendant LEXIN briefed the City
21 Council‘_in a closed sassion meeting. Defendant LEXIN informed the
22 'City Council that the SDCERS Board might not adopt MP2 ‘with a 75%
231 trigger. She also informed the City Council that, according to
24} defendant GRISSOM, an SDCERS Board Trustee would be making a‘ moéi\on
250 on July 11, 2002, to meintain the trigger at 82.3%, but "'phase—ih' the
264 full actuarial rates® over a series-of years. Under the 82.3%
271 *phase-in” propesal, “the practical impact on the City would be no

28l @ifferent than the previously authorized” 75% MP2Z proposal. Based on

.8
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[

defendant LEXIN’S 'recoméndation, the City Council agreed to accept
f‘:v.h.e. 823% ’7.“'151;1;-;5"@:;1,11'; MP2 pfobo;sa'l', but ‘only as i é‘r'"“bacléﬁﬁ” if the|
SDCERS Board refused to adopt the 75% MP2. '

20. On or about July' ll,f 2002, the SDCERS Board met again to
consider MP2. Defendant GRISSOM reminded the SDCERS Board that the
recently negotiated benefit enhancements were contingent on the SDCERS
Bcafd agreeing to modify MPl. At the meeting, the City Manager’s

Office continued to propose a version of MP2 which would reduce the

O 0o~ Oh th B WD

trigger from 82.3% to 75%. After extensive discussion about the 75%

Vs
<

MP2 proposal, defendant SAATHOFF made a motion to “amend’ the City's

ot
[

ME2 propbsal (hereinafter “SAATHOFF's MPZ proposal”®). Under defendant

-t
[ =)

SAATHOFF's MP2 proposal, the 82.3% trigger would remain in place.

it
W

However,'if the funding ratio fell below E82.3%, the City’s balloon

W
$

payment would be phased in over a series of vyears, and would be

o
(¥,

limited to the “full actuarial rate,” which was i.’ar less than the over

M.
o

$100 millicon payment that could have been reguired if MPl remained

[
~J

unchanged. Defendant SAATHOFF's motion to amend MP2 was the motion

o
o0

that defendant LEXIN had described during the July 9, 2002 City

o
D

Council closed session meeting. After limited discussion, the SDCERS

o
o}

Board voted 8-2, with one abstention and two members absent, to

2

approve defendant SAATHOFF's MP2 proposal, subject to further review

[
t3

by SDCERS’ outside fiduciary counsel and actuary.

tne July 11, 2002 vote, defendants LEXTIN,

Pu-3 6 SO RN SN
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24 | WEBSTER, GRISSOM, and CHAPIN, and others, took tne steps to cre;/te the
251 legislation and other documents necessary to implement defendant
26 SAATHOFF's MP2 proposal and the contingent retirement benefits
27 negotiated in 2002, including defendant SAATHOFF's presidential leave

28 retirement benefit, which later became Resolution 287212.

9
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1 22. 0On or about October Zi, 2002, the City Council adopted
2 Réédiﬁﬁionﬂ'295j1§~‘dﬁnits consent agenda without “publid comment |
Resolution 287212 gave defendant SAATHOFF the presidential leave
retirement benefit; .

23. On or about November 15, 2002, the SDCERS Board formally

3
4
5
61 zpproved defendant SAATHOFF's MP2 propeosal by a 16-2 vote. During the
71 meeting, defendant SAATHOFF stated that his July 11, 2002 MP2 proposal
gl wes an “off-the-seat-of-the-pants® motion.
9 24. On or about November 18, 2002, the City Council heard ;nioiic
10! comment in favor-of and against the ordinances necessary to put into

effert defendant SAATHOFF's MP2 proposal, as well as the increased

vty S TS ey

-2+ i-ement benefits that were contingent on the SDCERS Board adopting

After hearing the arguments of defendants SAATHOFF and LEXIN,
14| and others, the City Council approved the ordiﬁances necessary to
15{ implement the retirement benefits contingent on defendant SAATHOFF's

16 Il MP2 proposal.

-7§ Count 1

18% 18 U.8.Cc. § 371

19§ _ The Consviracy

263 25. The allegations set forth in paragraphs 1 through 24 above

214l 2re realleged as if fully set forth herein.
22 26. Beginning in or before January 2001, and continuing up to
23k =nd including -January €, 2006, within the Southern District of

241 california, and elsewhere, defendants SAATHOFF, LEXIN, WEBSTER,

2
i
[}

GRISSOM, and CHAPIN did kmowingly conspire with each other and others
2 | fmown and unknown to the grand jury to commit offemses against the

ed States, that is, honest services mail and wire fraud, by

10
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1 uefraud and to deprxve the SDCERS Board Trustees, members of SDCERS,
‘and the citizens of the City of San Diego of thev’ 1ntang1ble rlcrht
of honest services of their public officials to be performed free from
corruption, fraud, undue influence, conflict of interest, and deceit,
and, in executing said scheme, deposited and causesd to be deposit:ed
matters and things to be sent and delivered by private and commercial
interstate carriers, and caused matters and things to be delivered by

the United States Pestazl Service and prlvate and commercial interstate

\© oo -~ O W EY #3) S8 3¢

carriers according to the direction tbereon, "and caused w*’:.t:lngs,
10 signs, signals, and sounds to be transmitted by, means of wire in
11 | interstate commerce; in viclation of Title 18, United States Code,

124 Sections 1341, 1343, and 1346.

1z Manners and Means
14 27. In furtherance of this conspiracy, and to effect the objects
151 therec?, the defendants utilized the following manners. and means,

‘16 among others:
17 _ 2. Defendants SaATHOFF, LEXIN, WEBSTER, GRISS0M, and
18 CHRPIN, and ot‘ners,A fraudulently devised a plan to modify MP1 and its
19 ‘trigger in sufficient time so the City would avoid making the imminent
20! pulti-million dollar balloon payment to SDCERS that MPL required.

21 b. - Defendants’ SAA&HOFF, LEXIN, WERBESTER, GRISSOM, and
22| CHAPTIN, and others, fraudulently agreed to cobtain the presidential
23§ leave retirement b;nefit for defendant SEATHOFF in exchan

fy Sy

- .
e for h:is

19}

24 ¥ support of a ﬁroposal to modify MP1 so the City would avoid the
25 imminent multi-million dellar balloon payment that it ox;wed SDCERS
26 || under MPL. |

27 c. Defendants SAATHOFF, LEXIN, and WEBSTER, and others,

28 i negotiated and agreed to accept mcreased retirement benefits,

11

<!
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1§ including defendant SAATHOFF’ s requested presidential leave retirement
benefit’ and the .umrease in the retirement mult:.nlﬂ er from 2.25% to

2.5% for general membe*s, in ex,hange for their support of a p*’cmosal

> W

to modify MP1L 50 tbe city would avoid the mu]:tl-m.lllon dollar balloon
payment that it owed SDCERS under MP1. .
ga. pefendants SAARTHOFF, LE).{IN, WEBSTER, GRISSOM, and
CHAPIN, and others, fraudulently concealed material information about
the increased retirement benefits, including defendant }SAPL»THOFF‘S

presidential leave retirement benefit, £rom SDCERS Board Trustees, 50

o W o =1 O W

that the other SDCERS Board Trustees would vote to approve .the

11 | modification of MPl, which would allow the C:Lty to avoid the umm.nent

Yt
=

melti-million dollar balloon paymen 1t that it owed SDCERS, would allow

[
Ly

the defendants and others to receive increased retirement benefits,
14 j including defendant SARTHOFF'S presidential leave retirement benefit,
150 and would zllow defendants LEXIN, WEBSTER, GRISSOM, and CHAPIN to
16 | maintain their positions with the City and SDCERS.

17 ‘ e, Defendants SAARTHOFF, LEXIN, WEBSTER, GRISSOM, and
18 | CHAPTN, and others, fraudulently concealed material information
19 {| concerning MP2 and other proposals from SDCERS Board Trustees, so that
201 the other SDCERS Board Trustees would vote to approve the modification'
21} of MPL, which would allow the City to avoid the imminent multi-million
22 { dollar balloon payment that it owed SDCERS, wo_uld allow the defendants
231 and others to receive increased retirement benefits, including
24 || defendant SAATHOFF's presidential leave retirement benefit, and would '
251 21low defendants LEXIN, WEBSTER, GRISSOM, and CHAPIN to maintain their
26| positions with the City and SDCERS.

27 ' f. 'vDefendants SAEATHOFF, LEXIN, and GRISSOM, and others,

28 | fraudulently concealed from the SDCERS Board a prearranged plan for

12

=
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1} defendant SAATHOFF to submit his MP2 propesal, which, i1f approved,
2 guaranteed defendant SAATHOFF his presidential  leave retirement |

benefit.

w

g. Defendants SAATHOFF, LEXIN, and WEBSTER, and others,
fraudulently voted in favor of defendant SAATHOFF's MP2 proposal, and
by concealing material infermation from the other SﬁCERS Board
Trustees, defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN

deceived and frauvdulently induced the other SDCERS Board Trustees to

G oo 1 O W

vote in favor of defendant SAATHOFF'Ss MP2 proposal, which would allow
10} the City to avoid the imminent multi-million dellar balloon payment
11§ that it owed SDCERS, would allow the defendants and others to receive
12§ increased retiremt; t ‘benefit‘s, including defendant' SRATHOFF's
13 presidential leave retirement benefit, and would allow defendants
14 | LEXIN, WEBSTER, GRISSOM, znd CHAPIN to maintain their positi;ms with
15§ the City and 3DCERS. ‘

16 ‘ ’h;v Defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and
17 | CH2PIN, and others, drafted and assisted in the cirafting of
18 1egisle;\tion implementing defendant SARTHOFF's MP2 proposal and the
19§ contingent retirement Dbenefits negotiated in 2002, knowing that
20 | defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, aﬁd CHAPIN, end cthers
21 had\c.oncealed #at;erial information f£rom the SDCERS Board Trustees,
22 inclﬁding the mnature ;nd existence of the presidentidl lesave
231 retirement benefit.

24 o i. Defendants SAATHOFF, GRISSOM, and CHAPIN, and others,
251 fraudulently concealed from SDCERS Boérd Trustees mat_.erial informafion
26 || concerning defendant SAATHOFF's purchase of service credits that
27 || enhanced defendant SAATHOFF'S retirement benefits.

28
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1 3. By deceiving the SDCERS Board Trustees and fraudulently
T 21 concealing material information from SDCOERS BoATd Tristeds, defendants

3§ SAATHOFF, LEXIN, WEEBSTER, GRISSOM, and CHAPIN caused significant hdmm

4] to the financial integrity of SDCERS.

5 OVERT ACTS

6. 28. In furtherance ofl said conspiracy and to effect and.

7 aécomplish the objects thereof, the Ifollowing overt acts, among

8 || others, were committed within the Southern District of California, and

S i elsewhere: .

| 10 ) a.. On or about January 8, 2001, defendant SAATHOFY. sent’

11 . a letter to a city employee requesting that he rece:’;ve

12 the presidential leave retirement benefit “consistent

13 ‘with the current procedure followed by the P.C.A. and

14 ‘the M.E.A."

15 b. On or about September 18, 2001, defendant SAATHOFF

16 o teold = city.empl‘yeé that, as part of the presidential

17 leave retirement benefit, -he wished to combine his

18 city . salary with his union president salary to

188 increase his high one year retirement calculation from

20 $80,881.16 to $114,864.66.

21 o c. Op or about Octobsr 11, 2001, defendant WEBSTER sent

22 ‘an e-mail to defendant LEXIN entitled “EEEK,”

23 expreésing defendant WEBSTER’s concerns about SDCERS’

24 funding ratic and decreasing earnings.

25 ' " d. On or about November 5, 2001, defendant WEBSTER sent

261 an e-mail to a city labor negotiator discussin.g “Ron’s

27 ‘ P'la.n B* and that city labor negotiators should “kéep

28 the bargaining chip in your pocket.®

14
5 aY
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1 e, On or about Nove;t"rﬂ:er 13, 2001, defendant LEXIN wrote
2 & rﬁéfndfah&ﬁn{nfécohuﬁéhc.ﬂﬁg “that the presidential leave'|”
3 retirement benefit be discussed in f.he context of the
4 2002 labor negotiations with Local 145 and the other
3 laber unions. ’
6 € On or about January 3, 2002, defendant WEBSTER sent an
7 e—ﬁxail to defendant LEXIN, and others, stating that
8 the SDCERS fund earnings from November 2000 until
8 November 2001 had decreased by 85%, and that “these
10 are SEPiOUS consequences and needs attention.”
11 g. On or about February 27, 2002, defendant WEBSTER wrote
12 an e-mail to defendant LEXIN, and others, staéing: “OH
13 BOY . . . the CERS‘eaz.:nings for Jan is negative
14 (31.7) . . . we're moving in the wrong directionl”
15 h. FOn or about February 28, 2002, defendants LEXIN and
16 WEBSTER, a;‘n“" a;thers, discussed via e-mail & plan *to
17 ‘use Ron saathoff to get” the SDCERS Board'é
18 “atténti‘on. .
19 i. On or aboﬁt March 7, 2002, defendant GRISSOM senf: an
20 e-mzail to defendant WEBSTER stating that a reporter
21 had ingquired about the City underfunding SDCERS, and
22 . azsked defendant WEBSTER “is there any ‘party line‘ for
23 : me to communicate?” |
24 5. - On or about March 13, 2002, defendant WEBSTER sent an
25 ' e-mzil. to defendants LEXIN and GRISSOM, and others,
26 ‘ zbout the SDCERS funding ratio, and stated that: *This
27 4 is a big and serious problem., . . . . eséécially since
28 the $20m+ trigger is getting closer.”
15
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1 ’ k. On or about April 15, 2002, defendant GRISSOM sent an

2 “elmail* fo defendant w‘EB‘s*rE‘R""iésciﬁatihg' that “the |
3 funding ratio would fall below the 82.3% MPL trigger,
4 and asked defendant WEBSTER to *[pllease treat this as
5 confidential fdr the moment . . . . . haven't shared
6 ’ with any of the oﬁher Board members -~ yet.”
7 1.  oOn or about April 17, 2002, defendant WEESTER sent an
8 e-mail to defendant LEXIN; and others, stating that if
9 modifying the MP1 trig'ger were *tied to bene':fit
10 A increases I think it would pass.”’
11 m. On or about May 21, 2002, defendant WEEBSTER sent an e-
12 . mail to & city emplovee stating: “The Local 145 write
13 up you sent out did not state that their increésed
14 offset was contingsnt on the éoard 1a>;ing the trigéer.
13 . . e I thought ALL retirement improvements
16 (includihg the preside[n]tial leave (?]} ‘were
17 contingent on the trigger. . . . especially need Ron
18 » behind releasing the trigger since he runs the ghow at
19 CERS."
20 ' n. On or about June 14, 2002, defendant LEXIN wrote a
21 ‘ memorandum stating that the retirement benefits
2 negotiated cliu‘r\ing_ the 2002 labor negotiations were
Z3 | contingent wupconn the SDCERS  Board approviz;g a
24 modification of MPL. _
25 o. On or about June 21, 2002, defendant SAATHOFF.told the
26 SDCERS Board that MP1 ‘“could be very easily
27 interpreted” to require the City to pay SDCERS the
28
16
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1 funds necessarybto‘ restore SDCERS funding ratio to
2 '§2.3% if funding Tatio fell béTow 82.3%.7 "
3 ». On or about June 25, 2002, defendant LEXIN sent an e-
4 mail to an SDCERS Board Trustee who did not attend the
5 ‘June -21, 2002 SDCERS Board meeting, stating tiuat
| 4] defendant LEXIN and others "REALLY do need you!” at
7 the July 11, 2002 SDCERS Board meeting to vote on MP2.
8 q. On or about July 1, 2002, defendant LEXIN sent via e-
5 mzil 2 draft memorandum to deﬁendanﬁ GRISSOM, which
10 contained proposed answers to the guestions o©f an
i1 SDCERS Board Trustee about MPZ.
12 r. On or about July 2, 2002, defendant WEBSTER ;eviewed
13 defendant LEXIN's July 1, 2002 draft memorandum, and
14 sent an e-mail statihg: *FYI Regarding cathy’s l>etter
15 ‘ my Eiggest suggestion to her is to eliminate any
16 reference to fitch and rating agencies in #6. 'This ‘
17 letter will be seen by press and the city aoes not
.18 need to telegraph its pension preoblems te the rating
1% : agencies who don’t research the topic to any great
20 level now;'
23 s, on or about July. 8, 2002, defendant LEXIN wrote a
22 ‘mamorandum urging the City Council to preapprove a
23 motion to amend MP2 that an SDCERS Board Trustee would
24 | be making on July 11, 2002. ‘
25 t. On or about July 11, 2002, defendant SAATHOFF made a
26 motion beioré the SDCERS Bozard to amend the City's
27 ' ' version of MPZ. |
28
17
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11 . . On or about July 11, 2002, defendants SAATHOFF, LEXIN,
"2 ) " and WEBSTER, and othérs, voted in favor of ‘defendant |
3 SAATHOFF's MP2 proposal, and defendan;s SAATHOFF,
4 LEXIN, WEBS‘I‘ER’, GRISSOM, and CHAPIN did not disclose
5 .defendant SAATHOE‘F'S presidential leave retirement

6 benefit to the other SDCERS Board Trustees.
7 V. Oon or about July 18, 2002, defendants CHAFIN and
8 GRISSOM, and others, met to discuss how to implement
8 ‘benefits conveyed under MP2, including t':he
10 presidential leave retirement benefit. |
11 w. On or about Bugust 26, 2002, defendants LEXIN, CHAPIN,
iz and GRISSOM,. and others, met to discuss ‘how to
13 implement benefits conveyed under MP2, including the
14 pré’siden“tial leave retirement benefit.
15 x. oo or about September 6, 2002, defendant CHAPIN sent
16 an e-mail to defendsnts LEXIN, WEBSTER, ;and GRISSOHM,
17 and ch‘e;r:s, st':ating’: *The Bopard has not reviewed the
18 . Presidential Leave issue and does not have tol.k"
19 V. on or about November 5, 2002, defendant WEBSTER sent
20 : an e-mail ~‘t:o defendant LEXTN sugges;ting that they try
21 to convince the SDCERS Board to reduce the MP1 B2.3%
22 trigger “BRFORE the actuary report comes out with the
23 ‘ ratic news.”
240 . z. On or zbout November 15, 2002, defendants SRATHOFF and
25 WEBSTER, =znd others, wvoted in favor of defendant
26 o SAATHOFF‘s MP2 proposal, and defendants SAATHOFE,
27 ' WEBSTER, GRISSOM, CHAPIN, and others, did mot disciose
28
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1 defendant ' SAATHOFF's presidential leave :etirement

Thmen bt

benefit to the ofher SDCERS Board Trustees.

2 | .
3 .aé. on or about November 18, 2002, defendants SARTHOFF and
4 | LEXIN, and others defended MP2 before the City
5 Council. |

6 bb. On or about December 6, 2002, defendant LEXIN, and
7 others, drafted a letter that Jdefended MP2Z against
8 allegations made publicly that MP2 was “corrupt.”

S cc. On or about Decemba; 20, 2002, défendant SARTHOFF télé
10 the SDCERS Board that under MPl, the City would not
11 ' have been regquired to pay SDCERS the funds necessary
12 ' : to restore SDCERS’ funding ratio to 82.3% if the
13 . funding ratioc fell below 82.3%.

14 d3d. oOn or about August 15, 2003, defendant SAATHOFF,
15 ' _ during z SDCERS Board meeting, falsely denied that he
i6 ' had received increazsed benefits as & result of MP2.

17} 211 in viclation of Title 18, United States Code, Section 371.

18 Counts 2 - 5

1% ' 18 U.S.C. 8§ 1343 1346, and 2

20 | Honest Services Wife Praud

21 28. The allegaticns set forth in paragraphs 1 through 24 zbowve |

221 are reailéged as if fully set forth herein.

23 30. Beginn*ngiin or before January 2001, and contimuiﬁg up to
24§ and including January 6, 2006, within the Southern District of
25| California, and elsewhere, defendants SAATHOFF, LEXIN, WEBSTER,
26 | GRISSOM, and CHAPIN did Enawingly_deviée,and inteﬁd to devise a
27 | material scheme and artifice to defraud, to wit, to act with the

28| intent to deprive the SDCERS Board Trustees, members of SDCERS, and

19
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1§ the citizens of the City of San Di=sgo of their intangible right of
"ho:;é-s\.i.se”r;i'ée's of their public officials to ‘be perrormnd freé from |
corruption, fraud, undue influence, conflict of interest, and deceit.

The Scheme to Defraud

2

3

4

5 31. It was part of the scheme to defraud that defendants
6| SARATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN, and others, did, among
7§ other things, the following: ‘ -
g a. pefendants SARTHOFF, LEXIN, WEBSTER, GRISSOM, and
9| CHAPIN, and others, frandulently devised a pla;i to modify MP1 and its
10 trigger in sufficient time so the City would avoid making the imminent
118 pulti-million dellar balloon payment to SDCERS that MP1 reguired.
12 b_. Defendents SAATHOFF, LEXIN, WEBSTER, GRISSOM. and
13 } CHAPIN, and others, £raudulently agréed to obtain the presidential

14} 1eave retirement benefit for defendant SARTHOFF in exchange for his

15f support of a proposal to modify MPL =0 the City would avoid the
168 immminent multi-million dollar kalloon payment that it owed SDCERS

17 § under MP1.
18 c. Defendants SAATHOFF, LEXIN, and WEBSTER, and others,
19| negotiated and' agreed to accept increased retiremént benefits,
201 including defendant SAATHOFF's reqdestec'{ presidential leave retirement
71 f benefit and the increase in the retirement multiplier from 2.25% to'

224 2.5% for generzl members, in exchange for their support of a proposal

231 to mocuf‘y MPl so the City wauld avoid the multi-million dollar balloon
24 1 payment that it owed SDCIL:RD under Mﬂl.
25' d. Defendants GSAATHOFF, LEXIN, WEBSTER, BRISSOM, and

26 {l CHAPTN, and others, fraudulently concealed material information about

]
~3

the increased retirement benefits, including defendant SAATHOFF'S

28 | presidential leave retirement benefit, from SDCERS Board Trustees, so

20
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1} that the other SDCERS Board Trusﬁees- would vote to approve the
" ol modification of MPi, which would allow the City to avoid the imminent |
3l multi-million dollar ba‘lloon‘payment tha‘;: it owed SDCERS, would allow
4} the defendants and others to receive increased retiremént benefits,
51 including defendant SAATHOFF's presidential leave retirement benefit,
61 and would allow defendants LEXIN, WEBSTER, GRISSOM, and CHAPIN to

7{ maintain thei‘r positions with the City and SDCERS.

8 e. - Defendants SAATHOFF, LEXIN, WERSTER, GRISSOM, and
S| CHAPIN, and othérs, fraudulex-utly conéealed, material infomatibn
10 con;erning MP2 and other proposals from SDCERS Board Trustees, so that |
I1} the other SDCERS Board Trustees would vote to approve the modification
127 of MP1, which would allow the City to avoid the imminent multi-million
13} doller balloon payment that it owed SDCERS‘, would allow the defendants
14 and' others to receilve increased .retirement benefits, including
151 defendant SAATHOFF's presidential leave retirement benefit, and would

o ra—rym,

16| allow defendants LEXIN, WEBSTER, GR
17 i positions with the City and SDCERS.

18 £. Defendants SAATHOFF, LEXIN, and GRISSOM, and others,
19} fraudulently concealed from the SDCERS Board a prearranged plan for
.20 defendant SAATHOFF to submit his MP2 propesal, which, if abproved,
21 guaranteeé defendant SAATHOFF his presidential léave retire‘zﬁent
22} benefit. ’

23 g. Defendants SAATHOFF., LEXIN, and WEBSTER, and others,
24§ fraudulently voted in favor of defendant SAATHOFF's MP2 proposal, and
25| by c_oncealing. material Iinformation from the other SDCERS Board
26 Trustees, defendants SAATHOFF, LEXIN; WEBSTER, GRISSOM, and CHAPIN
27| deceived and fraudulently induced the other SDCERS Board Trustees to

28} vote in favor of defendant SAATHOFF's MPZ proposal, which woﬁld allow

21
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1] the City to aveid the imminent multi-million dollar balloon payment

| S 2

that it owed SDCERE, would ailow the defendants and othérs to réddive
increased retirement Dbenefits, including defendant SAATHOFF's
presidential leave retirement benefit, and would aliow defendants
LEXTN, WEBSTER, GRISSOM, and CHAPIN to maintain their positions with
the City and SDCERS.

h. Defendants SBATHOFF, LEXIN, WEBSTER, GRISSOM, and

CHAPIN, and others, drafted and assisted in the drafting of

A (o] ~1 (@ wh B S W

legislation implg—zménting defendant Ss./?aJi.'I;HCZ)FIF’’'s~ MP2 proposal and the
10|l contingent retirement benefits negotiated in 2002, knowing that»
11§ defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN, and others
12§ had concealed ;mate}ial information from the SDCERS Board Tl_’ustees,
15] including the mnature and existence of the presidential leave
14§ retirement benefit. |

15 i. Defendants SAATHOFF, GRISSOM, and CHAPIN, and others,

171 concerning defendant SAATHOFF's purc:hase of service credits that
. 18} enhanced defendant SARTHOFF's retirement benefits.
19 3. By decéiving the SDCERS Board Trustees and fraudulently
20| concealing material information from SDCERS Board Trustees, defendants
211 SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN caused cignificant harm
22} to the financial integrity of SIJ‘CZE’;RS.~

23 Execution Of The Scheme

24 32. On or about the dates set f'ort;l.a below, according to each
25 count, within the Southern District of California, and elsewhere,
26§ defendants SAATHOFYF, LEXIN, WEBSTER, GRIZSSOM, and CHAPIN, for the
27 | purpose of executing the aforesaid material scheme to defraud,

28 knowingly transmitted and caused to be transmitted by means of a wire

22
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1 communacQt:Lon in interstate commerce, certain writings, signs,
2 51gnals, and sounds, that ig, e-mails, as alleged below:

3§ COUNT DATE WIRE COMMUNICATION

2 £5/19/2002 E-mail en‘:ltled “Fwd: Report, sent from an e-
mail account located in San D:Lego Califormisa,
to an America Online e-mail account of an SDCERS
Board Trustee, located in Dulles, Virginia

3 7/8/2002 T-mail entitled “City’s Proposal re SDCERS,*
sent from an e-mail account located in San
Diego, Califormia, to an America Online e-mail
account of an SDCERS Board Trustee, located in
Dulles, Virginia '

4 7/15/2002 E-mail entitled “Re: He's Baaack!,” sent by
10 Aefendant GRISSOM from an e-mail account located

‘ in San Diege, Califormia, to an America Online
11 e-mail account of ~an SDCERS Board Trustee,
located in Dulles, Virginia

w

10/4/2002 E-mail entitled “Resolution for Incumbent
13 presidential Retirement Benefits,” sent from an

: e~mail account located in San Diege, Califormia,
14 to an America Online e-mail account of defendant
SAATHOFF, located in Dulles, Virginia

160l 211 in violation of Title 18, United States Code, Sections 1343, 1346

17} and 2.

ig | C‘ounts-fi = 20

19 | 18 U.S.C. §8 1341, 1346, and 2
20 Honest Services Mgii Pravgd

21 33. The azllegations set forth in paragraphs 1 through 24 above A
221 are realleged &s if fully /set forth herein. -

23 34. Beginning in or before Jamiary 2001, and continuing up &
24| and including January 6, 2006, within the Southern District of
25{ california, and elsewhere, defendants SAATHOFF, LEXIN, WEBSTER,
26l crRTESOM, and CHAPIN did knowingly devise and inténd to devise a
27 | material scheme and artifice to defraud, to wit, to act with the

281 intent to deprive the SDCERS Board Trustees, members of SDCERS, and

jc
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14 the c;tlzens of the City of San Diego of g.helr intangible right of

.honest serv:.ces of thelr 'oubllc: Offl"‘lals to b== performed free from

o

38 corruption, fraud, undue influence, conflict of interest, and decelit.
4 The Scheme to Defraud

5% 35. Tt was part of the scheme to deffaud that defendants
6§ SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN, and others, did, among
71 other things, the £ollowing:

8 =. Defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and

9|l cHAPIN, and others, frauvdulently devised'a; pian to modify MP1l and i‘ts
10] trigger in sufficient time sO the City would ’avoid making the
11 | imminent multi-million dollér balloon payment to SDCERS that MP1
12| regquired. | : _

13 b.  Defendants Asmmo#?, LEXTN, WEBSTER, GRISSCOM, and
14§l cHaPTIN, and others, fraudulently agreed to obtain the presidential
151 leave re remént benefit for defendant SARTHOFF in exchange for his
16| support of a proposal to modify MP1 so the City would avcid the
17} imminent multi-million dollar palloon payment that it owed SDCERS
18 | under MPL.

19 , c. Defendants SAATHOFF, LEXIN, and WEBSTER, and others,
20 negdtiated and agreed to accept increased retirement benefits,
21§ including defendant SLETHOFF's reguested presidential leave
22 | retirement benefit and the increase in the retirement multiplier from
238 2.25% to 2.5% for genersa members, in exchange for thelr support of
24} & proposal to modify MP1 so the City would avoid the multi-million

75| @nllar balloon payment that it owed SDCERS under MPL.

268 /7
278 /7
847/
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1 3. Defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and
CHAPIT\I 'éﬁapétners, Lraudulently concealod materlal lnfomation ‘avout |
the anreasea reblrement benefits, including defendant SAATHOFF'S

presidential leave retirement benefit, frcm SDCERS Board Trustees,

2
3
4
5t so that the Dx,hé"' SDCERS Board Trustees would vote to approve the
6 modi‘ficamon of MP1l, which would allow the City to avoid the imminent
78 multi-million dellar halloon payment that it owed SDCERS, would allow
gl the defendants and others to receive incre'ased retirement benefits,
ol inciluding defendant SAATHOF?'S presidential leave retirement benefi:c,
10l and would allow defendants LEXIN, WEBSTER, GRISSOM, and CHAPIN to
11l maintain their positions with the City and SDCERS.
12 e. Defendants SM""”OF“, LEXIN, WEBSTER, GRI’SSQM, and
131l cRaPIN, and others, fraudulently concealed material information
14 concerning Mp? and other proposals from SDCERS Board Trustees, sO
154 that the other SDCERS Board Trustees woulld vote to approve the
16 Il modification of MPL, whiéh would allow the City to avoid %;he irminent
17§ multi-million dollar balloon payment that it owad SDCERS, would allow
18} the defendants and others to receive increased retirement benefits,
19 including defendant 'pAA’I‘:{O‘*F s presi dnm:lal leave retn.rement benefit,
20§ and would all defendants LEXIN, WEBSTER, ‘grzssoM, and CHAPIN to
21§ maintain their pcsitionslwith the City and SDCERS. ‘
22 f. Defendants SARTHOFF, LEXIN, and GRISSOM, and others,
o3l fraudulently concealed from the SDCERS Board a prearran anged plan for
24 § defendant SAATHOFF to submit his MP2 proposal, which, if approved,
25 guaranteed d@fenoant SAATHOFF his presidential leave retirement
26§ benefit.
278 7/
288 //

D
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g. Defendants SAATHOFF, LEXIN, and WERSTER, and others,
ﬁraudulentlyvoteda_n favor of def endantSAATHOFF's MP2 proposal) and |
by concealing material information from the other SDCERS Board
Trustees, defendants SBATHOFF, LEXIN, WEESTER, GRISSONM, and CHAPIN
deceived and fraudulently induced the other SDCERS Board Trustees to
vote :in favor of defendant SAATHOFF's MP2 proposal, which would allow
the City to avoid the imminent multi-million dollar balloon payment

that it owed SDCERS, would allow the defendants and others to receive

[T T B - NUNER S T SN VL B N R

increased retirement benefits, including defendant SARTHOFF's

s
[}

presidential leave retirement benefit, and would allow defendants

(=
ot

LEXIN, WEBSTER, GRISSOM, and CHAPIN to maintain their positions with

Yot
3

the City and SDCERS. ‘
13 h. Defendants SAATHOFF, LEXIN, WEBSTER, GRIZSOM, and
14§ CHAPIN, and others, drafted and assisted in the drafting of

158 legislation implementing defendant SAATHCOFF's MF2 proposal and the

a3

if contingeni: retirement benelits negotiated in 2002, knowing ths
17§ defendants SARTHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN, and others
18 had concealed material information from the SDCERS Board 'Imatees,A
19} including the " nature and existence of the presidentiel _leéve
20| retirement benefit.

21 i. Defendants SAATHOFF, GRISSOM, and CHAPTN, and others,
22 fraudulentiy ;:oncealed from SDCERS Board Trustees material
23 iﬁfamati@n concerning defendant SARTHOFF's purchase of service
241 credits that enhanced defendant SAATHOFFE's retirement benefits.

25 J. By deceiving the SDCERS Board Trustees and
26| fraudulently concealing material information from SDCERS Board
27} Trustees, defendants SAATHOFF, LEXIN, WEBSTER, GRISSOM, and CHAPIN

28| caused significant harm to the financial integrity of SDCERS.

26
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1 Bxecution 0f The Scheme
"2 36 bn or about the dates set forth below, ‘according to each
38 count, within the Southern District of Califormia, and elsewhere,
4} defendants SAA’I’HOFF,’ LEXIN, WEBSTER, GRISSOM, ana CHAPIN, for the
51 purpose of executing the aforeseid material scheme to defraud,
6| knowingly deposited and caused to be deposited matters and things to
7f be sent and delivered by private and commerclal interstate carriers,
81 and caused matters and things to be delivered by the United States
9l'Postal Service and private and commércial_ interstate carriers
10§ according to the direcf:ion thereon as alleged below:
11 COUNT DEFENDANTS DATE MATIL, MATTER
12 6 SAZTHOFF §/13/2002 | SDCERS Board Packet For June 21,
LEXIN 2002 SDCERE Board Meeting,
13 WEBSTER Delivered to SDCERS Board Trustee
; GRISsSOM via Adcom Express
14 CEAPIN
15 7 SAATHOFF €/12/2002 | SDCERS Board Packet For June 21,
. LEXIN - 2002 SDCERS Board Meesting,
16 WERSTER Delivered to SDCERS Board Trustee
GRISSOM via Adcom Express
17 CHAPIN '
18 8 SKATHOFF 6€/13/2002 | SDCERS Board Packet Por June 21,
LEXIN 2002 SDCERS Board Meating,
1% WEBSTER Delivered to SDCERS Board Trustee
GRIESSOM via Adcom Express
20 v CHAPIN S
21 ] SARTHOFF 7/8/2002 SDCERS Board Packet For July 11,
, LEXIN 2002 SDCERS Board Meeting,
- WERSTER Delivered to SDCERS Board Trustes
- GRISSOM ‘ via Adcom Express
21 CHaPIN ’
s 10 SEATHOFF 7/2/2002 SDCERS Board Packet For July 11,
LEXIN 2002 SDCERS Board Meeting,
0g WERBRSTER Delivered to SDCERS Board Trustee
“ : GRISSOM : via Adcom Express
. CHAPIN
26
27
28
27
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Y| comnr | permnpexrs | paTE MAIL METTER
287 11 | SAATHOFF | 7/8/2002 | SDCERS Board Packet For July 11,
: LEXIN 2002 SDCERS Board HMeeting,
3 WERBSTER Delivered to SDCERS Board Tmstee
GRISSOM via hdcom Express
4 CHAPIN =
5 12 SAATHOFF 8/12/2002 | Check No. 013011081 For _
©183,529.89, payable to San Deigo
6 {sic] City Employees Ret Sys FBO
Ronald L Saathoff, Delivered to
7 SDCERS via United States Mail
8 13 SARATHOFF 8/12/2002 |Check No. 013010714 For
$8,080.44, payable to San Deigo
s {sig] City Employees Ret Sys FBO
Ronald L Saatboff, Delivered to
10 : .EDCERS via United States Mail |
11 14 SAATHOFF '8/29/2002 |Check No. 78687 For $1,736.71,
- | payable to SDCERS PLAN, Delivered
12 to SDCERS wvia United States Mail
13 15 SAATHOFF 9/13/2002 |Check No. 2583879% For $51,236.7%9,
© jpayable to City of San Diego For
14 Plan to Plan Transfer FBO Ronald
Saathoff, Delivered to SDC’:‘RS via
15 United States Mail
1€ 16 SAATHOFF 11/7/2002 | SDCERS Beard Packet For
LEXIN - November 15, 2002 SDCERS Board
17 TEBSTER Meeting, Delivered to SDCERS
GRISSOM Board Trustee via Adcom EXpress
18 CHAPIN
19 17 | SEATHOFF 11/7/2002 | SDCERS Board Packet For
' : LEXIR November 15, 2002 SDCERS Board
20 WEBSTER Meeting, Delivered to SDCERS
T} GRISSOM Board Trustes via Adcom ExXpress
71 CHAPIN
2 18 SARTHOFF 11/7/2002 | SDCERS Board Packet For
. LEXIN November 15, 2002 SDCERS Board
73 EBSTER Mesting, Delivered to SDCERS
- GR‘ISSC}M Bozrd Trustee via Adcom ExXpress
24 CHAPIN
19 SAATHOFF 11/7/2002 | SDCERS Board Packet For
25 LEXIN November 15, 2002 SDCERS Board
WEBSTER Meeting, Délivered to SDCERS
26 GRISSOM Board Trustee via Adcom Express
- | cEAPIN ‘ :
ot |
28
28
.08
0075-0028
75-0001/ 28 0075-0028 NELHEELTGREEIREN [HIFRHD 11




L counr | pErEnDaNTS | DATE MATL MATTER
2 20 | SERTHOFF | 11/7/2002 | SDCERS Board Packet For
LEXIN November 15, 2002 SDCERS Board
3 WEBSTER Meeting, Delivered to SDCERS
GRISSOM ' Board Trustee via Adcom Express
4 CHAPIN
5
61 211 in viclation of Title 18, United Siates Code, Sections 1341, 1346
74 and 2.
8 DATED: January 6§, 2006.
9 A TRUE BILL: )
10
h Forepetrson
12

CAROL C. LAM
13} United Btates Attorney

151 By:

. G. MICHAREL STILL
16 Special AEssistant U.5. Attocrney

i

18§ By:

JOHN B. OWENS
19 Assistant U.5. Attorney
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8751 / November 14, 2006

SECURITIES EXCHANGE ACT OF 1934
Release No. 54745 / November 14, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12478

In the Matter of ORDER INSTITUTING CEASE-
AND-DESIST PROCEEDINGS,
City of San Diego, California, . MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
Respondent. ORDER PURSUANT TO SECTION

8A OF THE SECURITIES ACT OF
1933 AND SECTION 21C OF THE
SECURITIES EXCHANGE ACT OF
1934

L

The Securities and Exchange Commission (“Commission”) deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act™) and Section 21C of the Securities Exchange Act of
1934 (“Exchange Act”), against the City of San Diego, California (the “City” or “Respondent™).

IL

In anticipation of the institution of these proceedings, the City has submitted an Offer of
Settlement (“Offer”), which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are
admitted, the City consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 8A of the
Securities Act of 1933 and Section 21C of the Securities Exchange Act of 1934 (“Order™), as set
forth below.



I11.
On the basis of this Order and the City’s Offer, the Commission finds that:'

A, SUMMARY

This matter involves the City of San Diego’s violations of the antifraud provisions of the
federal securities laws in connection with the offer and sale of over $260 million in municipal
bonds in 2002 and 2003. At the time of these offerings, City officials knew that the City faced
severe difficulty funding its future pension and health care obligations unless new revenues were
obtained, pension and health care benefits were reduced, or City services were cut. The City’s
looming financial crisis resulted from (1) the City’s intentional under-funding of its pension plan
since fiscal year 1997; (2) the City’s granting of additional retroactive pension benefits since fiscal
vear 1980; (3) the City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and (4) the pension plan’s less than anticipated
earnings on its investments in fiscal years 2001 through 2003.

Despite the magnitude of the problems the City faced in funding its fumre pension and
retiree health care obligations, the City conducted five separate municipal bond offerings, raising
more than $260 million, without disclosing these problems to the investing public. In each of these
offerings, the City prepared disclosure documents that are used with municipal securities
offerings—that is, preliminary official statements and official statements—and made presentations
to rating agencies.” In addition, in 2003 it prepared and filed information pursuant to continuing
disclosure agreements under Exchange Act Rule 15¢2-12 with respect to $2.29 billion in
outstanding City bonds and notes.” Although the City provided some disclosure about its pension
and retiree health care obligations, it did not reveal the gravity of the City’s financial problems,

. including that:

¢ The City’s unfunded hability to its pension plan was expected to dramatically
Increase, growing from $284 million at the beginning of fiscal year 2002 and $720

' The findings herein are made pursuant to the City’s offer of settlement and are not binding on
any other person or entity in this or any other proceeding.

* An official statement is a document prepared by an issuer of municipal bonds that discloses
material information regarding the issuer and the particular offering. A preliminary official
statement is a preliminary version of the official statement that is used to describe the proposed
new issue of municipal securities prior to the determination of the interest rate(s) and offering
price(s). The preliminary official statement may be used to gauge interest in an issue and is often
relied upon by potential purchasers in making their investment decisions.

* Continuing disclosures are disclosures of material information relating to prior years’ municipal
bond offerings that are periodically provided to the marketplace by the bonds’ issuer pursuant to
contractual agreements and Exchange Act Rule 15¢2-12.
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million at the beginning of fiscal year 2003 to an estimated $2 billion at the
beginning of fiscal year 2009;

e The City’s total under-funding of the pension plan was also expected to increase
dramatically, growing tenfold from $39.2 million in fiscal year 2002 to an
estimated $320 to $446 million in fiscal year 2009;

¢ The City’s projected annual pension contribution would continue to grow, from $51
million in 2002 to $248 million in 2009; and

¢ The estimated present value of the City’s liability for retiree health benefits was
$1.1 billion.

The City’s enormous pension and retiree health liabilities and failure to disclose those
liabilities placed the City in serious financial straits. When the City eventually disclosed its
pension and retiree health care 1ssues 1n fiscal year 2004, the credit rating agencies lowered the
City’s credit rating. The City also has not obtained audited financial statements for fiscal years
2003, 2004, and 2005.

Consequently, the City violated Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder, which prohibit the making of any untrue statement of
material fact or omitting to state a material fact in the offer or sale of securities.

B. THE RESPONDENT

City of San Diego, California is a California municipal corporation with all municipal
powers, functions, rights, privileges, and immunities authorized by the California Constitution and
laws, including the power to issue debt. The City is the seventh mest populous city in the country,
with approximately 1.3 million residents.

C. RELATED PARTY

San Diego City Employees® Retirement System (“CERS”) is a defined benefit plan®
established by the City to provide retirement, disability, death, and retiree benefits to its members,

* The Commission acknowledges that in the City’s offering documents for sewer revenue bonds
issued in 1995, 1997, and 1999 and sewer revenue bonds that were offered but not 1ssued in 2003,
in its continuing disclosures, and in its communications with rating agencies, the City failed to
disclose that the City’s wastewater fee rate structure did not comply with certain federal and state
clean water laws, that the City was not in compliance with the terms of certain government grants
and loans, and that the City could have been required to repay those grants and loans due to such
non-compliance. The offerings in the 1990s, however, predate the offerings that are the subject of
this Order, and the City did not consummate the 2003 offering because issues arose regarding the
adequacy of its pension disclosure. In addition, in 2004, the City came into compliance with the
federal and state clean water laws and the grant and loan covenants by adopting a new fee rate
structure. The City thereby avoided having immediately to repay the government grants and loans.

> A defined benefit plan is 2 traditional pension plan under which pre-determined retirement
benefits are based on a formula established by factors such as age, years of service, and
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i.e., City employees and their beneficiaries. CERS is administered by the CERS Board, which
during the relevant period included eight City employees, including the City Treasurer and the
Assistant City Auditor and Comptroller, one retiree, and three non-employee City citizens
appointed by the City Council as CERS Board members.

D. FACTS
1. Background
a. Structure of the City’s Government

Until January 2006, the City’s form of government was a city manager system.® Legislative
powers of the City were vested in the City Council (“Council”), which made policies and
appointed a professional city manager to carry out those policies. The Council was composed of
nine full-time Council members who served for staggered four-year terms. Eight of the Council
members represented the City’s eight districts. The Mayor, who was elected at large, presided at
the meetings of the Council and served as the official head of the City for ceremonial purposes.
The Mayor and each Council member had one vote; the Mayor had no veto power.

Prior to 2006, the City Manager (“Manager”) was the City’s chief administrative officer
and had substantial control over local government decisions. The Manager, appointed by the
Mayor and Council, advised the Council of the City’s present and projected financial condition,
appointed and removed all city department heads (except the City Auditor and Comptroller (“City
Auditor”), City Attorney, and City Clerk), prepared the City’s budget, and carried out the
Council’s budget plan. During the reievant time period, the City's general fund budget was less
than $900 million. The City Manager had several Deputy City Managers, one of whom was n
charge of the Financing Services Department, which had responsibility for overseeing the City’s
1ssuance of municipal securities.

Prior to 2006, the City Auditor was also appointed by the Council, and was required to file
at least monthly with the City Manager and Council a summary statement of revenues and
expenses for the preceding accounting period.” The Auditor was the City’s chief financial officer
and was responsible for the preparation and issuance of the City’s Comprehensive Annual
Financial Reports, also referred to as CAFRs. The City’s Comprehensive Annual Financial
Reports included audited financial statements prepared pursuant to standards established by the

compensation, and in which the emplover bears risk if the employer and emplovee contributions
and the investment return on those contributions are not sufficient to fund the pension benefits.

¢ In January 2006, the City transitioned from a City Manager / Council form of government to a
strong Mayor form of government. Under the new system, the Mayor became the City's chief
executive officer and the City Manager’s position was eliminated. The Council continues to act
as the legislative body. City of San Diego City Charter, Article XV.

7 City of San Diego City Charter, Article V, Section 39.



Government Accounting Standards Board (“GASB™)* and various statistical, financial, and other
information about the City. Portions of the Comprehensive Annual Financial Reports for the years
ended June 30, 2001, and June 30, 2002 were attached as appendix B to the preliminary official
statements and the official statements. The Comprehensive Annual Financial Reports for 2001 and
2002 were also filed as continuing disclosures.

The elected City Attorney served as the chief legal officer for the City. The City
Attorney’s office advised the Council, City Manager, and all City departments on legal matters,
including disclosure in the City’s securities offerings. The City Attorney was responsible for
preparing all ordinances, resolutions, contracts, and other legal documents.

b. The City’s Pension Plan

The City provided a defined benefit pension plan and retiree health care benefits to its
employees through CERS. CERS functioned as a trust for the benefit of its members (i.e.,
approximately 18,500 current and former City employees and officials). The City was the
creator of the trust and determined its terms, including the members’ required contributions and
the levels of benefits. CERS was administered by a Board of Administration, which controlled
the investment of CERS’s funds and which owed fiduciary duties to CERS members. CERS’s
assets consisted of past contributions by the City and CERS members and investment earnings

on those funds. CERS’s liabilities consisted of operating expenses and the future pension
benefits that were owed to members.

Each year, CERS hired an actuary to determine the value of the plan’s assets and liabilities
based on certain actuarial assumptions and the amount that needed to be contributed to the plan so
that the plan accumulated sufficient assets to pay pension (but not health care) benefits when due.’
Pursuant to the City Charter, the City was to contribute half of that amount, which was expressed
in terms of a percentage of payroll expenses, with the other half to be contributed by the
employees, which amount was determined as a percentage of compensation based on the
employee’s age upon entry into CERS.

At least three concepts were particularly important in the disclosure to the public of the
City’s pension obligations and funding of those obligations: (1) CERS’s funded ratio; (2) the

® GASB is the organization that establishes standards of state and local governmental accounting
and financial reporting.

? An actuarial valuation is a determination by an actuary, as of a specified date, of the normal
cost, actuarial accrued liability, actuarial vaiue of the assets, and other relevant values for a
pension plan based on certain actuarial assumptions. The actuarial value of assets refers to the
value of cash, investments, and other property belonging to a pension plan as used by the actuary
for the purpose of preparing the actuarial valuation for the pension plan. The actuarial accrued
liabilities are what is owed in connection with past services, as determined by one of the

actuarial cost methods. Actuarial assumptions are estimates of future events with respect to
certain factors affecting pension costs, including rates of mortality, disability, employee
turnover, retirement, rates of mvestment income, and salary increases. Actuarial assumptions are
generally based on past experience, often modified for projected changes in conditions.
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City’s unfunded liability to CERS; and (3) the City’s net pension obligation, also called the
NPO. CERS’s funded ratio was the ratio of its assets to liabilities. The City’s unfunded liability
to CERS was the dollar shortfall between CERS’s assets and liabilities. The City’s net pension
obligation was the cumulative difference between what the City actually contributed to CERS
and the amount that the City would have contributed had it conformed to a funding method
recognized by GASB.

2. The City’s Pension and Retiree Health Care Benefits and Funding of
CERS

The City failed to disclose material information regarding substantial and growing
liabilities for its pension plan and retiree health care and its ability to pay those obligations in the
future in the disclosure documents for its 2002 and 2003 offerings, in its continuing disclosures
filed in 2003, and in its presentations to the rating agencies. As more fully described below, the
City’s substantial and growing pension and retiree health care liabilities resulted from several
factors, including: (1) the City’s intentional under-funding of its annual pension contribution; (2)
the City"s granting of new retroactive pension benefits; (3) the City’s use of certain CERS earnings
to pay for various additional pension and retiree health care benefits and to pay a portion of
employees’ pension contributions; and (4) CERS’s eaming less than anticipated returns on its
Investments. '

a. The City’s Historical Practice of Using “Surplus
Earnings” to Fund Pension and Retiree Health Care
Benefits

In fiscal year 1980, the City began instructing CERS to use “‘surplus earnings™—i.e.,
earnings above the actuarially projected 8% return rate'*—to fund an ever-increasing amount of
additional benefits for CERS members. Pension plans typically retain surplus earnings to support
the plan’s financial soundness and to make up for years in which earnings fall short of the assumed
return rate. Rather than retaining its surplus earnings, the City began using surplus earnings in
fiscal vear 1980 to fund an annual extra or “13" check” to retirees. The City continued using
surplus earnings to pay for retiree health care benefits in fiscal year 1982 and to pay an ever-
increasing amount of the employees’ CERS contributions in fiscal year 1998.!

In total, the City used surplus earnings to pay pension benefits and employees’

contributions totaling $150 million as of the end of fiscal year 2001 and an additional $25 million

as of the end of fiscal year 2002. According to a 2005 CERS audit, the City’s use of surplus

' Without regard to its actual historical rate of return on investments, the CERS Board assumed
an annual rate of investment return of 8%, which the actuary incorporated into his calculations.
CERS defined surplus earnings as the amount of realized investment earnings in excess of the
actuarially projected 8% return rate.

" In fiscal years 2003 and 2004, the City used CERS’s surplus earnings from prior years to pay
up to 27% of the employees’ contributions.



earnings accounted for 17% of the increase in the City’s unfunded liability to CERS from fiscal
year 1997 through fiscal year 2003.

b. Manager’s Proposal 1: The City Propeses Additional
Benefits in Exchange for Contribution Relief

In fiscal year 1996, the City agreed to increase significantly and retroactively all
employees’ pension benefits. The City, however, could not afford to fund the cost of the benefit
increases. The City therefore made the pension benefit increases contingent on CERS’s agreement
to the City’s under-funding of its annual contribution to CERS.

In fiscal year 1997, the City and CERS entered into an agreement, which was referred to
as Manager’s Proposal 1, that set the City’s annual contribution at gradually increasing rates
through fiscal year 2008. This funding method, which the City termed “Corridor” funding, was
not recognized by GASB and set annual funding rates that were not actuarially determined and
were projected to be below GASB-recogmzed fundmcr rates throuch fiscal year 2006. In other

o CERS in nscal years uQ m ou, gu ..006 2 After ﬁqcal year 4006 1t was astlmatcd that the
funding rate of Manager’s Proposal 1 would equal a GASB-accepted rate. Manager’s Proposal 1
also contained a provision intended to protect CERS’s financial soundness. Specifically, if
CERS’s funded ratio fell below 82.3%, the City would have to increase its CERS contribution
rate.

In fiscal vears 1996 and 1997, the City estimated that under Manager’s Proposal 1, by the
end of fiscal.year 2008, the City’s net pension obligation would be $110 35 million. Because the
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City’s Corridor funding method was not GASB-recognized, GASB required that the City
disclose its net pension obligation in its annual financial statements.

c. The Corbett Litigation Requires the City to Fund
Additional Retroactive Benefits

In March 2000, the City again retroactively increased pension benefits. Specifically, the
City and CERS settled a class action lawsuit brought by CERS members, with Corbett as the
named class plaintiff."> Under the Corberr settlement, the City retroactively gave increased
pension benefits to both current and retired City employees, increasing CERS’s liabilities. Under

"2 Manager’s Proposal 1 was viewed skeptically by some members of the CERS Board who were
not City employees. The majority of the CERS Board, however, consisted of City officials who
received benefit increases that were contingent on the Board’s approval of Manager’s Proposal 1.
Moreover, CERS’s actuary informed the CERS Board that Manager’s Proposal 1 was a sound
proposal and CERS’s fiduciary counsel opined that the Board would be acting within the ambit
of its fiduciary discretion in approving Manager’s Proposal 1.

* The Corbett plaintiffs raised various claims based on a 1997 California Supreme Court
decision which held that an employee’s salary for purposes of calculating basic pension benefits
included the value of overtime and accrued leave,



Manager’s Proposal 1, however, the City’s contributions to CERS did not increase. As a result, the
City’s unfunded liability to CERS increased by $185 million.

In negotiating the Corbet: settlement, however, the City purposefully structured certain of
the increased Corbert benefits to avoid having those benefits adversely affect CERS’s reported
funded ratio and the City’s reported unfunded liability to CERS. Specifically, the City structured
the Corbett settlement so that the increased benefits for retired CERS members were to be paid in a
given year only if there were sufficient surplus earnings from that vear to pay the benefit. If there
were insufficient surplus earnings in a given year to pay the increased benefit, then the cost of the
increased benefit would become CERS’s liability and would eventually be paid from future yvears’
surplus earnings. The City and CERS treated the increased benefits to retired CERS members as
contingent liabilities that were not taken into account in determining CERS’s funded ratio or the
City’s unfunded liability to CERS. As of June 30, 2001, according to CERS’s actuary, if the
contingent portion of the Corbert settlement had been included in CERS’s valuation, the City’s
unfunded liability to CERS would have increased by $70 to $76 million and CERS’s funded ratio
would have decreased by 2% to 2 2 % from what was actually reported by the City. Thus, the
City’s pension situation was even more dire than the numbers, as they were reported by the City,

- indicated.

d. CERS’s Actuary Report for Fiscal Year 2001 Shows a
Dramatic Increase in the City’s Pension Liabilities

In fiscal year 2001, CERS’s investment return began to fall short of its anticipated 8%
annual return. The City was informed of CERS’s declining performance in February 2002, when it
received CERS’s annual actuarial valuation for fiscal year 2001. This report stated that as of the
end of fiscal year 2001, CERS’s funded ratio was 89.9% and the City’s unfunded hability to CERS
was $284 million, as compared to a funded ratio of 97.3% and an unfunded liability of $69 million
only one year earlier. Moreover, the report noted that if the Corbert contingent benefit to CERS

etired members were included, the City’s unfunded lLiability to CERS would have increased to at
least $354 million and CERS’s funded ratio would have fallen to at least 87.9%.

CERS’s actuary attributed these changes to a number of factors, including CERS’s
actuarial investment losses'® of $95.6 million (and warned that there would be further actuarial
investment losses in fiscal vear 2002 unless the markets improved during the remaining five
months of the fiscal year). In his report, CERS’s actuary also warned that “all parties” should be
“acutely aware that the current practice of paying less than the [actuarial] computed rate of
contribution ... will help foster an environment of additional declines in the funded ratio in

. ¥
absence of healthy investment returns.

In May 2002, the City learned that CERS would likely not have any surplus earnings from
fiscal year 2002 to pay for the contingent benefits—specifically, retiree health care benefits, the
13" check, and the Corbett increase to retirees. ¢

'* Actuarial investment losses are the difference between the assumed investment rate, which in
the City’s case was 8% annually, and the actual investment results.



e. The Blue Ribbon Committee Report Puts the City on
Notice about its Growing Pension and Retiree Health
Care Liabilities ‘

In April 2002, the City received a warning that the City’s pension and retiree health care
liabilities would continue to grow and that the City was not adequately planning to meet those
liabilities. This came in the form of a report from the City’s Blue Ribbon Committee to the City
Council.”® The report stated that the Blue Ribbon Committee had three principal concerns
regarding CERS. First, the City was granting retroactive retirement benefit increases but pushing
the cost of those benefit increases into the future, long after the individuals involved i the
decisions were gone. Second, the City’s budgetary process did not adequately comprehend the

" steadily growing annual expense of the pension contribution, “particularly given the uncontrollable
and non-discretionary nature of this liability.” The Committee stated that the City’s pension
contribution would substantially increase and warned that any future benefit increases, particularly
retroactive increases, would “significantly exacerbate this problem.” Third, the City’s budgetary
process did not recognize that retiree health care costs were a non-discretionary expense that would
grow at an increasing rate and that the City was not paying out of its current year’s budget the full
cost for their future retiree health benefits. This report thus squarely put the City on notice that it
had substantial future pension and healthcare liabilities it would probably be unable to pay under
the current system.

f. Manager’s Propesal 2: The City Again Proposes
Additional Pension Benefits in Exchange for
Relief from an Impending Lump Sum Payment

In fiscal year 2003, the City again increased its pension liability by granting additional
retroactive benefits, used additional CERS assets to pay for additional pension and retiree health
care benefits and an increased portion of the employees’ contribution, and obtained additional time
to under-fund its annual CERS contribution.

In the second half of fiscal year 2002, the City agreed to increase pension benefits for fiscal
year 2003. From as early as October 2001, however, the City was concerned that CERS’s funded
ratio would fall below the 8§2.3% floor established by Manager’s Proposal 1, which would require
the City, at the very least, to increase its contributions to CERS by at least §25 million to be at a
higher GASB-accepted rate.

Concerned about having to pay the additional $25 million, the City sought to condition the
ension benefit increases on the City’s obtaining from CERS relief from the floor of Manager’s

p
Proposal 1. In November 2002, the City and CERS agreed to Manager’s Proposal 2 and the City

'* In April 2001, the Mayor had appointed a nine-member committee of San Diego citizens,
known as the Mayor’s Blue Ribbon Committee on City Finances, to independently evaluate the
City’s fiscal health and make any appropriate recommendations. In February 2002, the Blue
Ribbon Committee presented its report to the Council’s Rules Committee, identifying nine areas
of concern, two of which related to the City’s pension fund. The same report was made to the
full Council in April 2002.



adopted the increased pension benefits as of July 2002. Under Manager’s Proposal 2, once
CERS’s funded ratio fell below 82.3%, the City would have five years to increase its contributions
to CERS to reach a GASB-recognized funding rate.

As aresult of CERS’s actuarial losses in fiscal year 2002, CERS did not have surplus
earnings to pay the 137 check, the cost of retiree health care, and the Corbert benefit increase to
retired CERS members. In conjunction with Manager’s Proposal 2, however, the City directed
CERS 1o use certain of its reserve accounts to pay the 13" check and the retiree health care
benefits, and to pay an increased portion of certain City employees” CERS contributions. The
reserve funds could have been used to increase CERS’s funded ratio and decrease the City’s
unfunded liability to CERS; instead, the City directed that CERS use the reserve funds to pay
additional benefits.

S

CERS’s Actuary Report for Fiscal Year
2002 and Projections for the Future Show
that the City Faces Substantial Problems
Funding its Pension and Retiree Health
Care Liabilities

In early 2003, the City received two reports from CERS’s actuary. These reports provided
the City with negative information regarding the present and projected status of CERS’s funded
ratio and the City’s unfunded liability to CERS. First, in January 2003, the City received CERS’s
actuary report for fiscal year 2002. This report stated that during fiscal year 2002, CERS suffered
an actuarial Joss of $364.8 million and that as of the end of fiscal year 2002, CERS’s funded ratio

e BVUS

was 77.3% and the City’s unfunded liability to CERS was $720 million, as compared to a funded
ratio of 89.9% and unfunded hiability of $284 million only one year earlier. The actuary’s report
further stated that if the Corbett contingent benefit to CERS retired members had been included,
the City’s unfunded liability to CERS would have been at least $790 million, and CERS’s funded
ratio would have been approximately 75.3%. In the concluding comment, the actuary stated that
CERS was “in adequate condition,” which was the first time that the actuary had not described
CERS as “actuarially sound.”

Second, in February 2003, CERS's actuary provided to the City projections of the City’s
contributions under Manager’s Proposal 2, the City’s net pension obligation, the City’s unfunded
liability to CERS, and CERS’s unfunded ratio. Specifically, the City’s contribution rate was
projected to more than quadruple—Ifrom 9.83% of payroll in fiscal year 2002 ($51 million) to
35.27% of payroll in fiscal year 2009 (8248 million). The following chart illustrates the growth 1n
the Citv'g prnjc-ntpri annual contribution to CERS:
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The City’s net pension obligation was projected to grow by tenfold—from $39.23 million
in fiscal year 2002 to as much as $446 mﬂlion in fiscal year 2009. The following chart illustrates

the growth 1 the City’s projected net pension obligation:
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The City’s unfunded liability was projected to increase more than seven fold—from $284
million at the beginning of fiscal year 2002 to 32 billion at the beginning of fiscal year 2009.
CERS’s funded ratio was projected to continue to fall—from 77.3% at the beginning of fiscal vear
2003 to 65.6% at the begimning of fiscal year 2009. The following chart illustrates this dramatic
increase in the City’s projected unfunded liability to CERS:
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The City had knowledge of these projections prior to all of its 2003 municipal securities
offerings.

h. The Gleason Litigation: CERS
Members Challenge Manager’s Proposal 1 and
Manager’s Proposal 2

Further evidence that the City’s under-funding of CERS was potentially threatening the
City’s future fiscal health came in January 2003, when CERS members filed a class action, with
Gleason as the named class plaintiff, against the City and CERS alleging breaches in connection
with the City’s under-funding of CERS under Manager’s Proposal 1 and Manager’s Proposal 2.
Among other things, the Gleasor complaint alleged that by 2009, the City would owe
approximately $2.8 billion to CERS, with an annual City budget expense of more than $250
million. In March 2003, the CERS attorney in the Gleason litigation advised CERS that (1) certain
CERS Board members had breached their fiduciary duty by adopting Manager’s Proposal 2; and
(2) CERS should exercise its right to nullify Manager’s Proposal 2. The CERS Board, which
included the City Treasurer and the Assistant City Auditor and Comptroller, rejected this advice.
If Manager’s Proposal 2 had been nullified, the City would have been required to make an
immediate potential payment to CERS of up to $159 million.



i.  CERS’s Response to the Blue Ribbon Committee Report
Advises the City’s Officials of the Growing Pension
and Retiree Health Care Crisis.

In February 2003, additional detailed information about the City’s pension funding crisis
was presented to City officials when CERS responded to the Blue Ribbon Committee’s report.'® In
its response, CERS advised the City that as of June 30, 2002, CERS’s funded ratio had fallen to
77.3% and the City’s unfunded liability to CERS had increased to $720 million. The response also
stated that the falling funded ratio and the increasing unfunded liability resulted from three factors:
a dramatic decline in CERS’s investment performance in fiscal years 2001 and 2002; the City’s
granting of increased benefits; and the City’s contributions to CERS at less than a GASB-
recognized rate. '

With respect to the City’s under-funding, the response stated that the annual amount of the
City’s under-funding of CERS continued to increase in fiscal years 2002 and 2003, which was
contrary to the initial projections from Manager's Proposal 1 that the annual amount of under-
funding would decline beginning in fiscal year 2001. The response further stated that the City's
net pension obligation would reach 5102 million by the end of fiscal year 2003 and §423 million
by the end of fiscal year 2009.

The response also discussed the City’s future liability for retiree health care. CERS’s
actuary had estimated that the present value of the City’s liability for future retiree health care was
in excess of $1.1 billion. The response further stated that the City was not making any
contributions to CERS to pay for this hiability, that CERS had been paying for this liability with
money in a reserve funded with CERS’s surplus eamings from prior vears, that the reserve would
be depleted in fiscal year 2006, and that in fiscal year 2006, the City would have to pay an
estimated $15 million for retiree health care. The response warned that absent a change in the
benefit and a dramatic decrease in future health care costs, the City could be facing significant
future funding obligations. The response recommended that the City consider funding this future
health care liability as part of its annual contribution to CERS.

i The City’s Study of Its Pension Obligations Concludes
that the City’s Pension Liabilities Could Negatively
Impact the City’s Credit Rating

In April 2003, the City received additional information regarding the projected growth of
its future pension liabilities and the possible negative effect those liabilities would have on the
City’s credit rating and ability to issue municipal securities. In February 2003, the City hired a

financial adviser to analyze CERS’s funding and to develop potential solutions. On April 16,

'® From February 9 through 13, 2003, the local newspaper wrote three front page, above-the-fold
articles about the City’s under-funded pension system and the CERS response. The newspaper
articles explained that (1) by the end of FY 2009 the City’s unfunded liability to CERS was
projected to increase to almost $2 billion; and (2) the City’s unfunded liability for retiree health
care was estimated to be $1.1 billion.



2003, the financial adviser provided to the City a preliminary pension analysis. In its analysis, the
financial adviser stated that because of the City’s under-funding, the City’s unfunded liability
would continue to grow and CERS’s funded ratio would continue to fall through fiscal year 2021
regardless of actuarial gains or losses. The financial adviser estimated that under Manager’s
Proposal 2, the City’s unfunded liability to CERS would grow to $1.9 billion at the end of fiscal
vear 2009 and to $2.9 billion at the end of fiscal year 2021, and CERS’s funded ratio would fall to
66.5% at the end of fiscal year 2009 and would be 67% at the end of fiscal year 2021.

The preliminary pension analysis also stated that the City’s large unfunded liability to
CERS would cause the City’s contribution to CERS to increase dramatically. The analysis
estimated that the City’s contribution rate to CERS would more than double—from 18.87% of
payroll (or $107.5 million) in fiscal year 2004 to 40.9% of payroll (3286.9 million) in fiscal year
2009.

The preliminary pension analysis also discussed the effect that the City’s unfunded liability
would have on the City’s credit rating. The financial adviser stated that the City’s current
unfunded liability would not only trigger an adverse credit event but that the rating agencies would
expect the City to develop a plan to reduce its unfunded liability by increasing its annual
contributions and/or funding the unfunded liability by issuing bonds. The financial adviser further
stated that if the City did not develop and implement such a plan, the City’s unfunded lLiability
could cause the City “significant credit and legal challenges.” The City’s disclosures in 2003
failed to inform investors of the financial adviser's analysis.

.

3. he Offerings, Continuing Disciosures, and Rating Agency
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a. The Bond Offerings and the City’s Preparation of the
Offerings’ Disclosure Documents

During 2002 and 2003, the City conducted the following five municipal securities offerings
totaling $261,850,000 in par value:

¢ $25,070,000 Public Facilities Financing Authority of the City of San Diego Lease
Revenue Bonds, Series 2002B (Fire and Safety Project ) (June 2002)

e $93.200,000 City of San Diego, 2002-03 Tax Anticipation Notes Series A (July
2002)

e $15.255,000 City of San Diego/Metropolitan Transit Development Board Authority
2003 Lease Revenue Refunding Bonds (San Diego Cld Town Light Rail Transit
Extension Refunding (Aprnl 2003)

e 317,425,000 City of San Diego 2003 Certificates of Participation (1993 Balboa
Park/Mission Bay Park Refunding) (May 2003)

e $110,900,000 City of San Diego 2003-04 Tax Anticipation Notes Series A (July
2003)

A transactional financing team prepared the offering documents, that 1s, the preliminary
official statement and the official statement, for each of the five municipal bond offerings. The
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financing team consisted of outside consultants and officials from the City Manager’s office
(financing services division), Auditor and Comptroller’s office, and the City Atiorey’s office.
The outside consultants included, among others, bond counsel, disclosure counsel, and
underwriters. The preliminary official statement and the official statement for each of the five
offerings consisted of a description of the offering, a general description of the City, including
financial, economic, statistical, and other information in appendix A, and audited annual financial
statements from the City’s Comprehensive Annual Financial Reports in appendix B. Information
regarding its pension and retiree health care obligations was provided in both appendices A and B.

~ The outside consultants took the lead in drafting the description of the bond offerings. City
officials in the financing services division were responsible for drafting appendix A. The financing
services division updated Appendix A on an ongoing basis and at the time of a bond offering,
forwarded the latest version of Appendix A to the entire financing team. The team met several
times to review, comment on, and ultimately finalize the preliminary official statements and
official statements at “page-turner meetings.” Appendix B was prepared by the Auditor’s office
and the City’s outside auditor. The Council approved all of the 2002 and 2003 offerings at open
session meetings.

b. The Continuing Disclosures

During the relevant period, the City also filed annual continuing disclosures relating to its
$2.29 billion in outstanding bonds for the purpose of updating investors on the state of the City’s
finances.!” City officials in the financing services division coordinated, reviewed, and filed the
2002 and 2003 continuing disclosures. Almost all of these continuing disclosures included
appendix A and portions of the City’s Comprehensive Annual Financial Reports. The financing
services division was responsible for ensuring that the most updated and accurate version of
appendix A was attached to the continuing disclosures before they were filed.

c. The 2003 Rating Agency Presentations

The City made presentations to the rating agencies on a yearly basis, both n connection
with specific bond offerings and to update the rating agencies on the City’s general credit. The
presentations were made orally with PowerPoints in meetings with representatives from Fitch
Ratings, Moody’s Investors Service, and Standard and Poor’s. In 2003, the rating agencies
specifically asked the City to address the pension plan as part of its annual presentations. These
presentations were important because they directly affected the City’s bond ratngs. The 2003

' An underwriter of municipal securities covered by Exchange Act Rule 15¢2-12 may not
purchase or sell municipal securities in connection with an offering unless the 1ssuer has
undertaken in a written agreement or contract for the benefit of the bondholders to provide its
audited annual financial statements and certain other annual financial and operating information,
to nationally recognized municipal securities information repositories and state information
depositories designated by the Commission and to provide notices of certain material events and
notices of any failures to file on the nationally recognized municipal securities information
repositories or the Municipal Securities Rulemaking Board and state information depositories.



PowerPoint presentations were prepared and presented by officials from the City Manager’s office,
including the financing services division, and the City Auditor and Comptroller’s office. The
financing services division drafted the pension portion of the 2003 PowerPoint presentation.
Officials from the City Auditor’s office made the oral presentation on the pension plan and fielded
numerous questions on that topic from the rating agencies.

4. The False and Misleading Disclosures

In the preliminary official statement and the official statements for the 2002 and 2003
offerings, the 2003 presentations to the rating agencies, and the 2003 continuing disclosures, the
City made substantial disclosures regarding (1) the City’s policies for funding CERS; and (2) the
status of CERS’s funding and the City’s liability to CERS. Additionally, in the preliminary. official
statements, the official statements, and continuing disclosures, the City made certain
representations regarding its retiree health care obligations. The disclosures (collectively
“Disclosures™), however, were misleading because the City failed to include material information
regarding the City’s current funding of its pension and retiree health care obligations, the City’s
future pension and retiree health care obligations, and the City’s ability to pay those future
obligations.

First, with respect to the pension issues, the City failed in the Disclosures to reveal several
material facts, including that (1) the City was intentionally under-funding its pension obligations so
that it could increase pension benefits but push off the costs associated with those increases into the
future; (2) because of the City’s under-funding of its pension plan, its net pension obligation was
expected to continue to grow at an increasing rate, reaching from $320 million to $446 million by
the end of fiscal year 2009; (3) the City’s unfunded liability was expected to continue to grow at a
substantial rate, reaching approximately $2 billion by fiscal year 2009; (4) this growth in the City’s
unfunded liability resulted from the City’s intentional under-funding of its pension plan, the City’s
granting of new retroactive pension benefits, the City’s use of pension plan earnings to pay
additional benefits, and the pension plan’s less than anticipated investment return; (5) the City’s
annual pension contribution was expected to more than guadruple by fiscal year 2009; and (6) the
City would have difficulty funding its future annual pension contributions unless it obtained new
revenues, reduced pension benefits, or reduced City services. Moreover, the City falsely disclosed
in Appendix B to its preliminary official statements and its official statements that its net pension
obligation was funded in a reserve.

Additionally, with respect to retiree health care benefits, the City failed to disclose in its
preliminary official statements, official statements, and continuing disclosures that' (1) the
estimated present value of its liability for retiree health care was $1.1 billion; (2) the City had been
covering the annual cost for retiree health care with pension plan earnings from prior vears that
were expected to be depleted in fiscal vear 2006; (3) after fiscal year 2006, the City would have to
pay for the retiree health care benefits from its own budget at an estimated annual cost of $15
million; and (4) the City had not planned for paying such additional costs.

'¥ The issue of retiree health care was not addressed in the rating agency presentations.
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s. The City’s Knowledge of the Misleading Disclosures

The City, through certain of its officials, knew that its Disclosures were misleading. The
Mayor and Council were responsible for approving the issuance of the bonds and notes, including
issuance of the preliminary official statements and official statements. The Mayor and Council
delegated final approval of the official statements to the City Manager. The City Manager’s office
was responsible for the preparation of the preliminary official statements and the official
statements, including appendix A. The City Auditor’s office was responsible for the preparation of
appendix B to the preliminary official statements and official statements. Through their designees
on the CERS Board, among other things, both the City Manager’s and the City Auditor’s offices
had knowledge about the City's use of CERS’s surplus earnings, Manager’s Proposals 1 and 2,
CERS’s actuary reports for fiscal years 2001 and 2002, and CERS’s response to the Blue Ribbon
Committee Report. Also, several representatives of the City Manager's office, City Attorney’s
office, and Auditor and Comptroller’s office attended relevant closed session meetings of the
Council where Manager’s Proposals 1 and 2 and the Corbett and Gleason litigations were
discussed. Moreover, the Blue Ribbon Committee Report and CERS’s response to the Blue
Ribbon Committee Report were both presented to a committee of the Council at which officials
from the City Manager’s and Auditor and Comptrolier’s office were present. Finally, the offices of
the City Manager and the City Auditor were responsible for the City’s study of its pension
obligations that occurred in early 2003. Through their participation and involvement in the above-
referenced matters, certain city officials knew or were reckless in not knowing that the Disclosures
were false and misleading.

Specifically, by early 2002, the City, through its officials, knew, among other things, that
(1) CERS’s funded ratio would likely fall below the 82.3% floor set by Manager’s Proposal 1;(2)
the City was proposing Manager’s Proposal 2 to avoid the effects of CERS’s falling below the
floor; (3) Manager’s Proposal 2 allowed the City more time to under-fund CERS; and (4) the Blue
Ribbon Committee had raised concerns about the City’s under-funding of CERS and the future
retiree health care liability. By early 2003, the City, through its officials, knew, among other
things, that (1) the City’s projected total contributions to CERS would grow from $77 million in
fiscal year 2004 to $248 million in fiscal year 2009; (2) CERS had fallen below the 82.3% floor of
Manager’s Proposal 1; (3) the City and CERS had adopted Manager’s Proposal 2 to allow the City
more time to under-fund CERS; and (4) CERS was using reserved surplus earnings to pay certain
benefits and to pay an increased portion of the employees” CERS contribution.

6. Materiality and the City’s Voluntary Disciosure

The misleading Disclosures were material in view of the City’s overall financial health.
The Disclosures were also material given the magnitude of the City’s projected annual CERS
payments in the future and the potential consequences of those liabilities to the City, including
inability to make the payments without reduction in other services.

The nature and level of under-funding brought into question the City’s ability to fund the
pension and health care benefits in the future as well as its ability to repay the bonds and notes.
Under such a scenario, the City could be forced to choose between paying pension contributions,
paying what the City owes on its bonds and notes, reducing services, and/or raising fees and taxes.
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The materiality of the misleading Disclosures was demonstrated by the impact on the
City’s bond ratings when it finally disclosed key facts about the pension plan on January 27, 2004
in a voluntary report of information, after a non-emplovee CERS Board member raised concerns
about the City’s disclosure. The voluntary report provided information regarding (1) CERS’s
current and estimated future funded status; (2) the City’s current and estimated future liabilities to
CERS; (3) the reasons for the substantial decrease in CERS’s funded ratio and increase in the
City’s liability to CERS: (4) the City’s previous use of CERS funds to pay for retiree health care
and the City’s estimated future liabilities for retiree health care; and (5) the City’s anticipated
difficulty funding its increasing CERS contribution without new City revenues, a reduction in
pension benefits, a reduction in City services, or other actions. Shortly after the disclosures in the
voluntary report, the rating agencies lowered their ratings on the City’s bonds and notes.

E. Y ecgal Discussion

1. The Securities Act and Exchange Act Antifraud Provisions

State and local governments are exempt from the registration and reporting provisions of

~ the Securities Act and the Exchange Act. Similarly, the Commission’s authority to establish rules
for accounting and financial reporting under Section 19 of the Securities Act and Section 13(b) of
the Exchange Act does not extend to municipal securities 1ssuers. The City and other municipal
securities issuers, however, are subject to the antifraud provisions of Section 17(a) of the Securities
Act and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. In addition, the
Commuission has promulgated a broker-dealer rule, Exchange Act Rule 15¢2-12, which in general
limits market access for certain municipal securities issues to those offerings in which the issuer
agrees to file annual financial disclosures of specified financial and operating information as well
as notices of certain events, if material, and notices of any failures to file with repositories
designated by the Commission. The antifraud rules apply to such disclosure and to any other
statements made to the market.

Section 17(a) of the Securities Act prohibits misrepresentations or omissions of material
facts in the offer or sale of securities. Section 10(b) of the Exchange Act and Rule 10b-5
thereunder prohibit misrepresentations or omissions of material fact in connection with the
purchase or sale of any security. These provisions prohibit the making of any untrue statement of
material fact or omitting to state a material fact in the offer, purchase, or sale of securities. A fact
1s material if there is a substantial likelihood that its disclosure would be considered significant by
a reasonable investor. Basic Inc. v. Levinson, 485 U.S. 224, 231-32 (1987); TSC Industries. Inc. v.
Northway. Inc., 426 U.S. 438, 449 (1976).

Section 17(a)(1) of the Securities Act, Section 10(b) of the Exchange Act, and Rule 10b-3
require a showing that defendants acted with scienter. Aaron v. SEC, 446 U.S. 680, 701-02
(1980). Scienter is “a mental state embracing intent to deceive, manipulate or defraud.” Ernst &
Emst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976). In the Ninth Circuit, recklessness satisfies
the scienter requirement. Hollinger v. Titan Capital Corp., 914 F.2d 1564, 1569 (8th Cir. 1990)
(en banc). Recklessness is “an extreme departure from the standards of ordinary care, and which
presents a danger of misleading [investors] that is either known to the defendant or is so obvious




that the actor must have been aware of it.” Id.. 914 F.2d at 1569. Scienter, however, need not be
shown to establish a violation of Section 17(a)(2) or (3). Aaronv. SEC, 446 U.S. 680, 697
(1980). Violations of these sections may be established by showing negligence. SEC v. Hughes
Capital Corp., 124 F.3d 449, 453-54 (3d Cir. 1997); SEC v. Steadman, 967 F.2d 636, 643 n. 5
(D.C. Cir. 1992).

2. The City’s Violations of the Antifraud Provisions of the Securities Act
and the Exchange Act

The City’s public disclosures in the preliminary official statements and official statements
for its 2002 and 2003 offerings, its 2003 continuing disclosures, and presentations to the rating
agencies failed to disclose material information regarding the City’s current funding of its pension
and retiree health care obligations, the City’s future pension and retiree health care obligations, and
the City’s ability to pay those future obligations. The omission of this information caused the
information that was disclosed to be misleading.

This information was material to investors. The magnitude of the City’s unfunded
liabilities was enormous. For exampie, the City knew that by 2009 the unfunded liability would
reach $1.9 billion and its actuarially required contribution would be approximately $240 million
compared to $51 million in FY 2002. The City’s under-funding of CERS and unfunded habilities
to CERS and for retiree health care were projected to continue to grow at an increasing rate. The
increase in the City’s under-funding and unfunded liabilities resulted, in part, from the City’s
decisions to increase pension and retiree health care benefits but push the costs of those increases
into the future, to use CERS’s prior earnings to cover additional benefits, and to pay a portion of
the employees’ contribution to CERS. All of this information raised a question whether the City
could pay for these pension and retiree health care obligations and repay the bonds and notes
issued by and on behalf of the City.

The City, through its officials, acted with scienter.'® City officials who participated in
drafting the misleading disclosure were well aware of the City’s pension and retiree health care
issues and the magnitude of the City’s future Liabilities. Moreover, even though the City officials
knew that the City’s pension issues were of concern to the rating agencies, they failed to disclose
material information regarding the City’s pension and retiree health care issues. In light of the
City’s officials’ detailed knowledge of the magnitude of the City’s pension and retiree health care
liabilities and of the rating agencies’ interest in those liabilities, the City officials acted recklessly

in failing to disclose material information regarding those liabilities.
F. REMEDIAL EFFORTS AND UNDERTAKINGS

1. Since 2003, Respondent has implemented several remedial measures with a view to
detect and prevent securities violations. Specifically, the City has terminated certain officials in the
City Manager’s and Auditor and Comptroller’s offices or has allowed them to resign. The City has
filled these positions with new employees generally having significant relevant experience with

' The City’s scienter is based on the mental state of its officials. SEC v. Manor Nursing Centers.
Inc., 458 F.2d 1082, 1089 n.3 (2d Cir. 1972).
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other municipal governments or the private sector. The City has hired a full time municipal
securities attorney who is responsible for coordinating the City’s public disclosure and who has
conducted continuing education for the City’s deputy attorneys on the City’s disclosure
requirements.

2. The Mayor resigned and has been replaced by a former City police chief. In
January 2006, pursuant to a public referendum, the City changed from a strong city manager form
of government to a strong mayor form of government.

3. The City has hired new outside professionals including new auditors for its fiscal
vear audits. The City also hired individuals not affiliated with the City to act as the City’s Audit
Committee and charged the Committee with investigating the City’s prior disclosure deficiencies
and making recommendations to prevent future disclosure failures. The City has also hired new
disciosure counsel for all of its future offerings, who will have better and more continuous
knowledge on the City’s financial affairs. This disclosure counsel has conducted seminars for City
employees on their responsibilities under the federal securities laws.

4. The City has also enacted ordinances designed to change the City’s disclosure
environment. First, the City created a Disclosure Practices Working Group, comprised of senior
City officials from across city government. The Working Group is charged with reviewing the
form and content of all the City’s documents and materials prepared, issued, or distributed in
connection with the City’s disclosure obligations relating to securities issued by the City or its
related entities; and conducting a full review of the City’s disclosure practices and to recommend
future controls and procedures. Second, the Mayor and City Attorney must now personally certify
to the City Council the accuracy of the City’s official statements. Third, the Ciry Auditor must
annually evaluate the City’s internal financial controls and report the results to the City Council.

5. Respondent shall comply with the following undertakings to:

a. Retain, not later than 60 days after the date of this Order, at its expense, an
independent consultant not unacceptable to the Commission’s staff (the
“Independent Consultant™). The City shall require the Independent Consultant to
(a) conduct annual reviews for a three-year period of the City’s policies,
procedures, and internal controls regarding its disclosures for offerings, including
disclosures made in its financial statements, pursuant to continuing disclosure
agreements, and to rating agencies, the hiring of internal personnel and external
experts for disclosure functions, and the implementation of active and ongoing
training programs to educate appropriate City employees, including officials from
the City Auditor and Comptroller’s office, the City Attorney’s office, the Mayor,
and the City Council members regarding compliance with disclosure obligations;
(b) make recommendations concerning these policies, procedures, and internal
controls with a view to assuring compliance with the City’s disclosure obligations
under the federal securities laws; and (c) assess, in years two and three, whether the
City is complying with its policies, procedures, and internal controls, whether the
City has adopted any of the Independent Consultant’s recommendations from prior
vear(s) concerning such policies, procedures, and internal controls for disclosures
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for offerings, and whether the new policies, procedures, and internal controls were
effective in achieving their stated purposes;

No later than 10 days following the date of the Independent Consultant’s
engagement, provide to the Commission staff a copy of an engagement letter
detailing the Independent Consultant’s responsibilities pursuant to paragraph 5(a)
above;

Arrange for the Independent Consultant to issue its first report within 120 days after
the date of the engagement and the following two reports within 60 days following

- each subsequent one-year period from the date of engagement. Within 10 days

after the issuance of the reports, the City shall require the Independent Consultant to
submit to Kelly Bowers of the Commission's Pacific Regional Office a copy of the
Independent Consultant’s reports. The Independent Consultant’s reports shall
describe the review performed and the conclusions reached and shall include any
recommendations deemed necessary to make the policies, procedures, and internal
controls adequate and address the deficiencies set forth in Section IIL.D of the
Order. The City may suggest an alternative method designed to achieve the same
objective or purpose as that of the recommendation of the Independent Consultant
provided that the City’s Mayor and City Attorney certify in writing to the
Commission staff that they have a reasonable belief that the alternative method is
expected to have the same objective or purpose as that of the Independent
Consultant’s recommendation;

Take all necessary and appropriate steps to adopt, implement, and employ the
Independent Consultant’s recommendations or the City’s alternative method
designed to achieve the same objective or purpose as that of the Independent
Consultant’s recommendation; and

Require the Independent Consultant to enter into an agreement that provides that
for the period of engagement and for a period of two years from completion of the
engagement, the Independent Consultant shall not enter into any employment,
consultant, attorney-client, auditing or other professional relationship with the City,
or any of its present or former affiliates, directors, officers, employees, or agents
acting in their capacity; provided however, that the Independent Consultant may
enter into an agreement with the City to serve as an independent monitor to oversee
the City’s remedial efforts with respect to enhanced accountability, greater
transparency, increased fiscal responsibility, and independent oversight. Except as
permitted above, the agreement will also provide that the Independent Consultant
will require that any firm with which he/she is affiliated or of which he/she is a
member, and any person engaged to assist the Independent Consultant in
performance of his/her duties under this Order shall not, without prior written
consent of the Pacific Regional Office, enter into any employment, consultant,
attorney-client, auditing or other professional relationship with the City, or any of
its present or former affiliates, directors, officers, employees, or agents acting in



their capacity as such for the period of the engagement and for a period of two years
after the engagement.

6. In determining whether to accept the City’s Offer, the Commission considered
these undertakings and remediation measures.

IV,

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in the City’s Offer.

Accordingly, it is hereby ORDERED that:
A The City cease and desist from committing or causing any violations and any future
violations of Section 17(a) of the Securities Act and Section 10(b) of the Exchange Act and Rule

10b-5 thereunder; and

B. The City comply with the undertakings enumerated in paragraph 5 of Section IILF.
above.

By the Commission.

Nancy M. Morris
Secretary
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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF CALIFORNIA

SAN DIEGO POLICE OFFICERS’
ASSOCIATION, on behalf of itself and
on behalf of all of its members,

Plaintiff,

VS.

MICHAEL AGUIRRE, et al.,
Defendants.

CASE NO. 05-CV-1581 H (POR)

ORDER:
1) GRANTING CITY AND

DIVIDUAL DEFENDANTS’
MOTION FOR SUMMARY
JUDGMENT REGARDING 2005
NEGOTIATIONS;

(2) GRANTING AGUIRRE’S
MOTION FOR SUMMARY
JUDGMENT:

(3) GRANTING IN PART AND
DENYING IN PART CITY AND
INDIVIDUAL DEFENDANTS’
MOTION FOR SUMMARY
JUDGMENT REGARDING
PENSION UNDERFUNDING:
(5) GRANTING IN PART AND
DENYING IN PART SDCERS®
MOTION FOR SUMMARY
JUDGMENT ON GROUNDS
OTHER THAN STATUTE OF
LIMITATIONS:

(6) DENYING SDCERS’

OTION FOR SUMMARY
TUDGMENT REGARDING THE
STATUTE OF LIMITATIONS;
(7) DENYING PLAINTIFE'S

OTIONS FOR SUMMARY
JUDGMENT REGARDING
DEFENDANTS’ AFFIRMATIVE
DEFENSES.

On August 9, 2005, Plaintiff San Diego Police Officers’ Association (“SDPOA”™)

filed a complaint against Defendants bringing claimsunder 42 U.S.C. § 1983 and various
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Pension Reform Proposal,” Pension Benefit Guaranty Corporation, Policy, Research and
Analysis Deptartment, White Paper, April 6, 2005) at 4.)

SDCERS is managed by a Board of Administration consisting of thirteen
members. (Id., Ex. 1 at § 144.) The City Charter sets forth the composition of the board.
The City Charter requires that the pension board be comprised of representatives from
the City in addition to outside members. (Id.) As to the SDPOA, the City Charter
includes a requirement that the board contain a “police safety member of the Retirement
System elected by active police safety members.” (Id.)

Thomas Rhodes, a San Diego police officer, has been a member of the SDPOA
since 1980. (See Pl.’s Corrected Supplemental Not. Ldgmt. Supp. Opp. City and
Individual Defs.” Mot. Summary J. Re 2005 Negotiations (“Pl.’s SNOL Re 2005
Negotiations™), Ex. 4 (August 31,2006 Dep. of Thomas Rhodes (“Rhodes Dep.”))at16.)
He has served as an officer of the SDPOA, serving as secretary, since approximately
1998 or 1999. (Id. at 18.) Thus, he served as secretary of the SDPOA during 2002 and
2003. (Id. at 20.) In or around December of 1999, Rhodes was elected to fill the
SDCERS board position reserved for police employees, and he began serving in January
2000. (Id. at23.) He served on the SDCERS board for approximately three and one half
years, ending his tenure in August of 2003. (Id.)

In 2002, the City and the SDPOA were in the midst of labor negotiations. (Id. at
56.) Thomas Rhodes was both the secretary of the SDPOA and an SDCERS board
member at that time. (Id. at 16-18 & 23.) He was involved in the labor negotiations
between the City and the SDPOA in 2002. (Id. at 56.) The City conditioned any
increase in benefits and compensation to the SDPOA’s members upon the SDCERS
board’s approval of contribution relief for the City. (Id. 65,70, & 71.) On May 9,2002,
during meet and confer negotiations between the City and the SDPOA, representatives
of the City Manager’s office presented to the SDPOA board, including Rhodes, a
proposal. (Id.at 62,75 & 79.) The proposal sought relief from the 82.3% funding level

safety net implemented by an Employer Contribution Rate Stabilization Plan (“MP17)
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Additionally, the Court has ordered further briefing from the parties in a separate
scheduling order.
IT IS SO ORDERED.
DATED: May 18, 2007 ) ,
ﬂ 31 &Mf{mf\ ‘L . qu{g,{_M

MARILYN L. HUFE District Judge
UNITED STATES DISTRICT COURT

Copies To:
All Counsel of Record

-71 - 05cv1581
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Pension Board. This time the labor negotiations with the unions under the MMBA did not meet with
initial success. On May 13, 2002, the City made its last best and final offers to each employee group.
(Exhibits 272, 274, 311 and 282.)

The last best and final offer under the MMBA is essentially the final step in the negotiation
process. It constitutes a take it or leave it offer by the public entity to the employees. If not accepted,
there are hearings before the City Council and then the City can impose terms on the employees. In
each of these last best and final offers, the City made retirement benefit increases expressly contingent
on funding relief from SDCERS. (See, Exhibit 273 page 2 para. 3, for language similar to that found in
all the offers.) The proposal was accepted on these terms by the MEA. and Locals 127 and 145. The
contingent nature of the proposal was well known to union officials and it was made known to many of
the members. (Exhibit 355.) The last best and final offer was apparently not accepted by the San Diego
Police Officer’s Association (“SDPOA”) and terms were imposed by the City.

City Manager Uberaga designated Bruce Herring as the point person in presenting the MP 2 plan
to the SDCERS Board. He made several presentations to the Board in June and July of 2002, (Exhibit
276, page 179-197.) Concerns regarding the propriety of the proposal were raised by a number of board
members including Mr. Vortman and Ms. Shipione. (Exhibits 65 and 276, pages 179-197.) The
concemns covered a wide variety of issues including, but not limited to, whether the board members
could approve such a proposal while fulfilling fiduciary duties, whether the pension would be
adequately funded and the potential for indemnification of board members by the City from potential
litigation exposure (/d.)

The City initially wanted the trigger lowered. Under MP 1, it had been set at 82.3%. Under MP

2, the City was proposing it be lowered to 75% while at the same time increasing the rate of contribution

-13-
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The parties should confer following receipt of tI’ - ure Tamifications of thig
decision on Phases Two and Three of the trial. If the City intends to pursue the remaining MP 2 claims
against the remaining participants, then a delay of Phases Two and Three is in order to allow service on
the effected participants and time to allow them to prepare to litigate the procedural and substantive
issues on the merits. The Court has already scheduled a Status Conference to set a timeline for these

further proceedings.

IT IS SO ORDERED. _
JEFFREY B. BARTON

JEFFREY B. BARTON
Judge of the Superior Court

-ddj-
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V. PARTIES RESPONSIBLE FOR VIOLATIONS OF LAW: PENSION

Al SDCERS

1. The SDCERS Board

An assessment of responsibility for illegal activity ar SDCERS must start with the members
of the Retirement Board. The Board was ultimately responsible for ensuring that SDCERS was in
compliance with its fiduciary obligations to present and future retirees, as well as with all applicable laws and
regulations.”™ When it comes to MP-1 and MP-2, the Board failed 1o live up 1o its responsibility. By means
of MP-1 and MP-2, the City was able to contribute to SDCERS at less than acruarially determined rares
which, in conjunction with increased unfunded benefits and poor investment returns, caused SDCERS to
become actuarially unsound.” In so doing, MP-1 and MP-2 violated, among other things, the San Diego
City Charter, the Municipal Code, and the California Constitution.

By voting for MP-1 and MP-2, the SDCERS Board breached its fiduciary dury ro the Trust

1

to act with the “care, skill, prudence, and diligence under the circumstances then prevailing that 2 prudent

1 ~F
man uld use in the conduct of an enterprise of 2

588 . . . .
»™" The Board’s fiduciary duty to act in 2 prudent manner obligared it 1o

like character and with like aims.
investigate facts concerning the funding and maintenance of the system and to disclose that information to

e 589 . . . .
the beneficiaries of the system.”™ Further, the Board had a dury to monitor investments and service providers,

o
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identify errors, and then act expeditiously ro remed
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iem.” As derailed above, the SDCERS Board failed in

e Cal. Const. art. XVI, § 17.

587 - . . .
Final Report, City of San Diege Pension

- Donovan v. Mazzola, 716 F.2d 1226, 1231 (9th Cir. 1983) (applying “prudent man” rule as articulared by ERISA
but noting that its articulation was based upon common law of trusts). The legal analysis accompanying the
Navigant Report reached substantally the same conclusion, finding that, in agreeing to MP-1 and MP-2, the
SDCURS Board breached its duty to act prudently in the admxmstramon of SDCERS and its dury of loyalty to the
members of SDCERS. Reish Luftman Reicher & Cohen, Legal Analysis of Investigative Report on the San Diego
City Employees” Rerirement System at 79, 94-96 (Jan. 20, 2006). City Actorney Interim Report No. 6 reached
much the same conclusion as to the SDCERS Board’s approval of MP-1, as did City Attorney Interim Report No. 2
o the SDCERS Board's approval of MP-2. City Attorney Michael ]. Aguirre, Amended Interim Report Neo. 6
Regarding the San Dleﬂo City Employees’ Retirement Systemn Funding Scheme ar 35 (July 1, 2005); Ciry Atorney
chhaci ] Aguirre, Intprxm Report No. 2 Regarding Possible Abuse, chgal Acts or Fraud by City of San Diego Ciry
Officials ar 97-99 (Feb. 9, 2005)

s Barker v. American Mobil Power Corp., 64 F.3d 1397, 1403 (9th Cir. 1995); City of Oakland v. Public Employees’
Retirement Systems, 95 Cal. App. 4th 29, 40 (2002).

e Morrissey v. Curran, 567 F.2d 546, 548-49 (2d Cir. 1997); 29 C.ER § 2509.9601(c) (2006). Although Morrissey
was based on a violation of ERISA, this body of law may be instructive regarding the fiduciary duties of the SDCERS
Board. ERISA primarily governs private employee benefit plans maintained by employers or employees engaged in
commercial activities and does not apply to governmental plans, such as SDCERS. 29 U.S.C. § 1003(a)-(b).
However, given the similarities berween the standards enunciated in Cal. Const art. XVI, § 17 and those contained in
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each of these duties: the Board failed to investigate the relevant facts related to the consequences of it
acquiescence to two illegal funding plans; the Board failed to adequarely educate plan beneficiaries of the
consequences of the underfunding; and it failed 10 act expeditiously to correct any of the errors — related o,
among other things, MP-1, MP-2, or the underpricing of Purchase of Service Credirs - upon discovery.”

The Board also violared Article XV1, Secrion 17 of the California Constirution, which
required members of the Board to “discharge their duties with respect 1o the system solely in the interests of,
and for the exclusive purpose of providing benefits to, participants and their beneficiaries” and thar “a
retirement board’s dury to its participants and their beneficiaries shall take precedence over any other dury.””

To be fair, the Board is not solely responsible for MP-1 and MP-2. It sought the advice of
outside professionals, both actuarial and legal. It also relied upon a staff of full-time professional employees,
including an administrative staff and internal general counsel (for MP-2), to bring to its artention legal or
acruarial problems with MP-1 and MP-2. These individuals, insofar as they failed to render unbiased,
professionally competent advice or otherwise turned a blind eye to facts indicating that MP-1 and MP-2 were
harmful to SDCERS or were in violation of California law, also bear responsibility for the Board’s fiduciary
breaches, as discussed below. Bur even if the professionals did not do their job, that does not absolve the
Board of responsibility for its own conduct. Although the Board could look to professionals for advice, it had
to make its own independent judgment about what was in the best interests of SDCERS, without regard to

. . . . . . . 593 .
individual interests of Board members or the competing interests of other constituencies.” The Board failed

to do this.

ERISA, the fiduciary principles embodied in ERISA shed light on the responsibilities of the SDCERS Board
members. 29 C.E.R. § 2550.4042-1 (2006); Cal. Const. art. XV1, § 17. In 2 memorandum by the City Attorney, a
Board’s fiduciary duty of prudence under articie XV1, section 17 of the California Constirution was equated with the
“prudent person” standard defining “a fiduciary’s duties and responsibilities to an employee benefit plan governed by
the Employee Retirement Income Security Act of 1974 [ERISA].” The City Arrorney concluded thar while a Ciry’s
employee benefit plan is a government plan and thus the provisions of ERISA do not apply, “it is likely 2 courr would
use the ‘prudent person’ standard as it has been interpreted for employee benefit plans governed by ERISA in
determining [2 Board's] fiduciary dury.” Memorandum from City Arrorney 1o SPSP/401(K) Trustee Board (Aug.
12, 2004). Therefore, the law of ERISA provides a legal framework for understanding the fiduciary duries of the
Board.

City Artorney Michael J. Aguirre has alleged that Mr. Saathoff was instrumental in the decision to refer the purchase
of service price serting responsibility to 2 SDCERS subcommittee — pricing which, as alleged by Mr. Aguirre, was
discounted and nor based on sound actuarial principles. Second Amended Complaint at 30-33, People v. Grissom,

No. GIC 850246 (Cal. Super. Ct. Dec. 12, 2005).

The legal analysis accompanying the Navigant Report similarly concluded that the SDCERS Board violated these
tenets of the California Constitution by agreeing to MP-1 and MP-2. Reish Lufunan Reicher 8 Cohen, Legal
Analysis of Investigarive Report on the San Diego Ciry Employees’ Retirement System at 79, 93-94 (Jan. 20, 2006).
The City Attorney reached a similar conclusion with regard to both MP-1 and MP-2. City Artorney Michael J.
Aguirre, Amended Interim Report No. 6 Regarding the San Diego City Employees’ Rerirement System Funding
Scheme at 33 (July 1, 2005); City Atrorney Michael ], Aguirre, Interim Report No. 2 Regarding Possible Abuse,
Illegal Acts or Fraud by City of San Diego Officials at 97-99 (Feb. 9, 2005).

5% Cal. Const. art. XV, § 17(b).
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Moreover, when the Board’s professional advisors cautioned against certain actions as
unwise, unsound, or illegal, the Board frequently ignored them and did the wrong thing anyway. For
example, the Board was cautioned by its actuary, Rick Roeder, that the “contingent” Corbesr liabilities were
not truly contingent and would decrease the funded ratio.”™ The Board’s fiduciary counsel, Constance Hiart,
also advised the Board that the “contingent” Corbesr liabilities were contingent in name only.””
Norwithstanding this advice, the Board directed its actuary not 1o include the Corberz liabilities in SDCERS’s
UAAL, for the sole reason thar, by excluding these liabilities, SDCERS would be able to report an inflated
funded ratio and the Ciry would be able to record a lower NPO.™ This decision benefited the City 1o the
derriment of SDCERS. At 2 minimum, the Board’s intentional decision to understate SDCERS’s UAAL
breached its fiduciary duty to SDCERS.

Similarly, the Board’s conduct when seeking legal advice with respect to MP-1 undermines
any confidence that they would have gained from that advice. First, it appears that, in dismissing Morrison &
Foerster, its previous counsel, the Board was silencing a potendally dissenting voice, given Morrison &
Foerster's lack of receptivity to prior efforts by the City to obtain conrribution relief.”” More significant,
however, was the failure of the Board to seek advice as to the most significant legal issue facing the Board in
connection with MP-1, namely its legality. It does not appear fiduciary counsel was even asked to address the
legality of MP-1 under the San Diego Ciry Charter, Municipal Code, or the California Constituzion.”

The sttuation was even worse when it came to MP-2. There, the evidence suggests the
Board’s fiduciary counsel, Robert Blum and Constance Hiar, did not exercise their independent legal
judgment at all, burt instead took direction from SDCERS Administrator Grissom in advising the Board

against MP-2 and, later, reversing course and advising the Board in favor of it.”” And, unlike MP-1, where

the Board’s acruary actively supported the measure during Board meetings at which it was discussed,

594 . . . .
Minutes, SDCERS Board Meeting at 11, 13 (June 21, 2002); Letrer from Rick A. Roeder to Larry Grissom (Mar,
30, 2000).

595 . , , .
Letter from Constance M. Hiaw to Loraine E. Chapin, Esq. cc 1o Lawrence B. Grissom and Ro

16, 2002

1 1
bert A. Blum {(Ap:.

E-mail from Robert Bium to Larry Grissomn cc to Connie M. Hiarr (July 3, 2002); Minures, SDCERS Board
Meeting at 13 (June 21, 2002).

597 . - . : . _
! Letter from Morrison & Foerster to Lawrence B. Grissom, Retirement Administrator (May 9, 1995).

e Rather, fiduciary counsel was asked only to provide an opinion as to whether the SDCERS Board would be
discharging its fiduciary duries to SDCERS by approving MP-1. Letter from Dwight Alan Hamilton, Hamilton and
Faarz, and John A. Graham, Frandzel & Share, to Lawrence B. Grissom, Retirement Administrator (June 21, 1996).
e E-mail from Sheila Leone to Loraine Chapin (Mar. 24, 2003); Letrer from Bob Blum and Connie Hiarz to Frederick
W. Pierce, Presiden:, Rerirement Board (Nov. 18, 2002); Lewter from Constance M. Hiatr and Robert Blum 1o
Lawrence Grissom, Retirement Administraror (Draft June 12, 2002).
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SDCERS’s actuary actually resisted MP-2.°" In fact, had any of the Board members cared enough to ask Mr.
Roeder for his honest assessment of MP-2, they would have learned as much.” As it trned out, only one
Board member ~ Diann Shipione ~ did so. ** This failure to seek guidance on the fiscal propriety of MP-2
from the one person most qualified to give it (actuary Rick Roeder) evidences the Board's abandonment or
disregard of its obligation to the retirement system and its beneficiaries. Finally, the insistence by the
SDCERS Board that the Ciry indemnify it as a condition of its approval of MP-2 underscores the Board's
concern — one they failed properly to address or resolve — that whar it was doing may have been illegal or 2
breach of its fiduciary dury. “® Indeed, Ms. Shipione asked fiduciary counsel Bob Blum at the June 21, 2002
Board meeting how the Board could be indemnified knowing it had breached its fiduciary duty,604 Then, less
than six months after the adoption of MP-2, the Board’s new outside counsel advised it that MP-2 was illegal
and the Board should blame its adoption on pressure from the City.”” The Board either knew, or should
have known, thar its conduct was at best improper and at worst illegal.

The following Retirement Board members voted for MP-1 on June 21, 1996: Keith
Enerson, Bruce Herring, Sharon Wilkinson, Terri Webster, Robert Scannell, Ron Séathoff, John Torres, and

- 6 ] . .o ' . . . . .
Conny Jamison.”™ Each of these individuals, in voting to approve MP-1, breached their fiduciary duries to

&00 . - . . .
Leter from Rick Roeder, Fellow of the Sociery of Actuaries, to Councilman Scott Peters {(Aug. 12, 2004); Lerter

from Reg A. Vitek, Seltzer Caplan McMahon Vitek, to Sheila Leone, Esq. cc ro Michael A. Leone, Esg. (Mar. 5,
2003); Lerrer from Rick A. Roeder to Larry Grissom, Retirement Administrator (Nov. 5, 2002); Minutes, SDCERS
Board Meeting at 28 (June 21, 1996); Minutes, SDCERS’ Rerirement Board of Administration Special Waorkshop at
15 (June 11, 1996).
5 Letter from Rick Roeder, Feliow of the Sociery of Actuaries, to Councilman Scott Peters (Aug. 12, 2004); Lerter
from Reg A. Vitek, Selzer Caplan McMahon Vitek, to Sheila Leone, Esq. cc to Michael A. Leone, Bsq. (Mar. 5,
2003); Lerter from Rick A. Roeder to Larry Grissom, Retirement Board Administrator (Nov. 5, 2002); E-mail from
Constance Hiart to Lawrence Grissom cc to Bob Blum (July 18, 2002),
e E-mail from Constance Hiart to Lawrence Grissom cc to Bob Blum (July 18, 2002) (in which Ms. Hiart discussed
Mr. Roeder’s conversation with Ms. Shipione regarding the modified MP-2 proposal adopred by the Board on July
11, 2002, noting that Mr. Roeder “spoke ‘candidly’ with Diane {sic], not only as an actuary and suggested if she were
sufficienty ourraged, she and other likeminded board members should wage a campaign to have voters approve all
benefit increases as they do in SE.”). Mr. Roeder testified that he may have spoken to Ms. Shipione and he would
have likely explained that, although MP-2 did not represent a best practices approach, the plan in the long run would
not have necessarily precluded the System from reaching a funded ratio near 100%. Transcript of Preliminary
Hearing at 1232, 1235, People v. Lexin, No. CD 190930 (Cal. Super. Cu. Dec. 7, 20035).

602 Minures, SDCERS Board Meeting at 22 (Nov. 15, 2002); Minutes, SDCERS Board Meeting ar 28-29 (July 11,
2002); Minutes, SDCERS Board Meeting at 26-27 (June 21, 2002); E-mail from Robert Blum to Loraine Chapin,
Lawrence Grissom and Paul Barnetr cc o Connie M. Hiart (July 15, 2002).

oo Minutes, SDCERS Board Meeting at 26 (June 21, 2002).

60 Lerter from Reg A. Vitek, Selrzer Caplan McMahon Vitek, to Sheila Leone, Esq. cc to Michael A. Leone, Esg. (Mar.
5, 2003).

606 Minures, SDCERS Board Meering at 31 (June 21, 1996). SDCERS Board members Jack Katz, Ann Parode, and

Paul Barnett voted against the proposal.
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SDCERS for all of the reasons sert forth above. Likewise, the Board members who voted for MP-2 on July 11,
2002 — Ronald Saathoff, John Casey, Mary Vattimo, Frederick Pierce, Sharon Wilkinson, John Torres, Cathy
Lexin, and Terri Webster — also breached their iiduciary duties to the SDCERS Trust.””

In addition to breaches of fiduciary duty, the SDCERS Board’s approval of MP-1 and MP-2
also implicated California’s conflict of interest laws. When the Board voted to approve the funding
arrangements embodied in MP-1 and MP-2, on which the retirement benefits negotiated berween the City
and the labor unions were “contingent,” the Board essentially wielded “vero” power over those benefits. As a
result, the Board members who were also pension plan participants (Ze., City employees) voted to approve a
contract in which they held a financial interest — namely, their own enhanced pension benefirs. ™

California Government Code Section 1090 (“Section 1090”) prohibits a public official from
entering into a contract, in his official capacity, in which he has a financial interest.”” Section 1090 conrains a
“salary exemption,” which provides that benefits constituting “salary” will not be considered “disqualifying

the rest of th

the decision . body din that b

when they are disclosed o ecision-making body, noted i
official record, and the contracr is approved without counting the votes of the interested members.”® Even if
enhanced pension benefits are considered “salary,” this exemption is unavailable to the conflicted members of
the SDCERS Board because their financial interests were not disclosed in the manner required by Secton
1090, and they participated in the Board votes to approve MP-1 and MP-2. The “rule of necessity,” which
permits public officials to enter into contracts which may otherwise be within the ambit of conflict of interest

laws when the application of such laws would impede the vital i)ub}ic duties of a decision-making body, does

&7 Minutes, SDCERS Board Meeting at 38 (July 11, 2002). For the July 11, 2002 vote, Ray Garnica abstained, Tom
Rhodes and David Crow voted no, and Richard Vortmann and Diann Shipione were not present.  Minures,
SDCERS Board Meeting at 38 (July 11, 2002). For the November 13, 2002 vote, Diann Shipione and Tom Rhodes
voted no and Cathy Lexin was not present. Minutes, SDCERS Board Meeting at 30 (Nov. 15, 2002).

Cathy Lexin, Ron Saathoff, John Torres, Mary Vartimo, Terri Webster, and Sharon Wilkinson have argued that the
July 11, 2002 vote for MP-2 did not consutute an agreement with the City because the Board was complerely free 1o
withdraw from MP-2 if a final written contract could not be agreed upon or if its fiduciary counsel or actuary later
disapproved of it. Memorandum of Points and Authorites in Support of Motion to Set Aside Information Pursuant
to Penal Code Section 995, People v. Lesin, No. SCD 190930, at 52-55 (Cal. Super. Ct. June 30, 2006).
bos In late July, after Ms. Lexin had already voted for the proposal at the July 11, 2002 SDCERS Board meeting, Mr,
Blum noticed that the possibility existed thar Ms. Lexin was conflicted because she was currently negotiating the
agreement that she was voting on as a Board member. E-mail from Robert Blum to Lawrence Grissom, Paul Barnerr
and Loraine Chapin cc to Connnie M. Hiart and Marcus Wu (July 30, 2002). In the end, Ms. Lexin did not
participare in the vote regarding MP-2 at the November 15, 2002 SDCERS Board meeting. Minutes, SDCERS

Fato Ry

Board Meeting at 30 (Nov. 15, 2002).
€ Cal. Gov't Code § 1090 (Deering 2006).

&0 Cal. Gov't Code § 1091(b){(13) (Deering 2006).
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: > . 611 .t . . .
not insulate the SDCERS Board’s actions.” While the Board was required to enter into funding agreements

with the City in order to fulfill its administrative duties, it was noz required to accepr these particular funding

agreements which improperly tied increased benefits to contribution relief™ Thus, the SDCERS Board

violated Section 1090 by approving MP-1 and MP-2."

611

612

Cal. Gov't Code § 87101; Finnegan v. Schrader, 91 Cal. App. 4th 572, 582-583 (Cal. Ct. App. 2001) (“If the board
has a legal dury to enter into a particular contract in which one of its members has a financial interest, the rule of
necessity may come into play.”).

In an action brought by the State of California against Cathy Lexin, Ron Saathoff, John Torres, Mary Vartimo, Terri
Webster, and Sharon Wilkinson, the presiding judge found during 2 preliminary hearing that there was probable
cause to believe that those defendants violated Section 1090. The judge stated that the Rule of Necessity did not
apply in thart case because the defendants did not have a duty to act. He explained thar the SDCERS Board's duties
did not include voting on the setting of salaries or pension benefits. Reporter's Preliminary Hearing Transcript,
Peaple v. Lexin, No. 190930, at 2581 (Cal. Super. Ct Jan. 13, 2006).

See Finnegan v. Schrader, 91 ¢

Apparently, however, City Artorney Casey Gwinn advised the Ciry Council in 2003 thar it was not a violarion of
Section 1090 or the Political Reform Act 1o vote on retirement benefus. Counciimember Peters and Former Mayor
Murphy’s Memorandum of Points and Authorities in Support of Motion to Disqualify the City Attorney, To Quash
Subpoenas and for a Protective Order, San Diego Employees’ Ret. Sys. v, Aguirre, No. GIC 841845, ar 4 (Cal. Super.
Cru Apr. 24, 2006).

ohn Torres, Mary Vattimo, Terri W’ebstu, nd Sharon Wilkinson have argued thar they
b:\' "Otl“l” for MP-2 because rerirement benefits are part of 2 hnbnc Qmm I's c:ﬂary the

Cathy Lexin, Ron Saathoff
did not violat ]
California Constitution required mcmbcrs of the SDCERS Board to consider benefits to members as part of their
fiduciary duties, the Charrer required them to sit on the Board and make decisions which enuailed conflicts of
interests, and they had no financial interest in MP-2. They have also stated that neither Mr. Blum, the Ciry
Artorney’s Office nor any other counsel ever told any Board member that they would be violating Section 1090 by
voting on MP-2. Memeorandum of Point and Authorites in Support of Motion to Set Aside Informarion Pursuant
to Penal Code Secrion 995, Peppie v. Lexin, No. SCD 190930, ar 12, 55-57, 64-77, 82 (Cal. Super. Ct. June 30,
2006). However, the presiding judge found during a preliminary hearing that there was probable cause to believe
hat those defendants violared Section 1090 when they voted for MP-2. The judge explained that the defendants
agreed 1o the City’s contribution relief in exchange for increased personal benefits. He started:

It’s like they did everything that they could to give the relief here. The interesting thing is why.
Why? The carrot was the contingency. . . . [A}t meet-and-confer it was said that these benefits are
contingent. They knew that. There were fohcs on the Board that were 2 part of the meet-and-
confer process and they knew that these benefits were contingent upon the Board’s relief. In
other words, the City did not want to pay that big balloon payment. . . . Why are [the
defendants) going through this? It's like they are so hot to get this rate relief for the Ciry. What's
the reason for it? . . . And the big word that keeps jumping up here is contingent, contingent,
contingent. [t was contingent in May, it was contingent in June, it was conringent in July. And
as Mr. Ewell said, the rate increases were “always” contingent upon rate relief. . . . They were
financially interested in this agreement because it increased their pension benefits,

[}
o
j
v

The Court noted that the defendants had “significant” defenses to the charges of Section 1090 violations, but that
those defenses could not obliterate the elements of such a violation at the preliminary hearing stage. Reporter’s
Preliminary Hearing Transcript, People v. Lexin, No. SCD 190930, at 2575-2577 (Cal. Super. Cr. Jan. 13, 2006).

In its 2005 Report, Vinson & Elkins mentoned potential conflict of interest issues under Section 1090 with regards
to the Board’s approval of MP-1 and MP-2 , bur did not reach a conclusion on this issue. Paul S. Maco & Richard
C. Sauer, Vinson & Elkins LLP , Potential Violations of the Federal Securities Laws by the City of San Diego and
Associated Individuals at 29-31, 70-73 (Draft July 15, 2005).
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The Political Reform Act (“PRA”) also prohibits public officials from entering into contracts
I P g

in which they have a financial in rest “ In conrrast to Section 1090, under the PRA, a public official has a

disqualifving financial interest only if he would receive a benefit from the contract that is distinguishable from

: H . 1 615 oy . 1 .
the benefits received by the public generally.”” Itis therefore likely the PRA would not apply to the actions of

those Board members who received the same pension benefit increases as other plan participants. At the very

least, however, the Presidential Leave benefits contained in MP-2 were not shared with the plan participants

. . . 616
generally as they only impacted three union presidents.”

614

815

616

In his Interim Report Neo. 3, City Auorney Aguirre concluded that, with regards to Section 1090, MP-1, and MP-2
“were carried out in a manner contrary to law.” City Atrorney Michael ]. Aguirre, Interim Report No. 3 Regarding
Violations of State and Local Laws as Related to the SDCERS Pension Fund at 14 {Apr. 9, 2005). In a civil action,
Ciry Attorney Aguirre has alleged thar Lawrence Grissom, Ron Saathoff, John Torres, Sharon Wilkinson, Terri
Webster, Cathy Lexin, Bruce Herring, and Loraine Chapin had conflicts of interest when they participated in or
influenced the decisions leading to MP-1 and MP-2. Those decisions, according to Mr. Aguirre, placed the
defendants in an advantageous position to receive, among other things, a greater percentage share of the SDCERS
pension funds than other pension participants. Second Amended Complaint, People v. Grissom, No. GIC 850246, at
against SDCERS

IS

1-6 (Cal. Super. Cr. Dec. 12, 2003}, Mr. Aguirre raised similar aliegations in a cross-complaint
that the Lmulem&ntamon of MP 1 and MP-2 ﬂnhanced the pension benefits for former Board members Ron Saathoff,
John Torres, Mary Vattimo, Terri Webster, and Sharon Wilkinson in violation of Californta Government Code §
1090. Third Amended Cross Complaint, San Diego Ciry Employees’ Ret. Sys. v. Aguirre, No. GIC 841845 (Cal.

Super. Cu. Jan. 27, 2005).
Cal. Gov't Code § 81000 er seq.
Cal. Gov't Code § 87103,

In irs 2005 Report, Vinson & Elkins mentoned potential conflict of interest issues under the PRA with regards to
the Board's approval of MP-1 and MP-2, bur did not reach a conclusion on this issue. Paul S. Maco & Richard C.
Sauer, Vinson & Elkins LLP , Potential Violations of the Federal Securities Laws by the City of San Diego and
Associared Individuals at 29-31, 70-73 (Draft July 15, 2005).

In his Interim Report Ne. 3, City Attorney Aguirre concluded that “[t]aken as 2 whole, the PRA was not followed.”
Ciry Atrorney Michael ]. Aguirre, Interim Report No. 3 Regarding Violations of Stare and Local Laws as Related 1o
the SDCERS Pension Fund at 16 (Apr. 9, 2005). This Report stated that “it can be argued that 2 marerial financial
interest would not exist under the PRA because the financial interest felt by the general members of the Board would
b» equally felr by a large number of other City employees,” but nonetheless found thar the PRA’s salary exception
“was not designed to cover 1o {sic] the egregious and flagrant self-dealing seen here and would not likely apply.” Jd
at 16, This Report also found thar the Presidential Leave benefits conferred upon Ronald Saathoff “were anything
bur ordinary, and did not affect a large group.” Jd. Similarly, Terri Webster was one of only approximately 300 plan
participants who benefited from a provision in the MP-2 benefit enhancements allowing employees who joined the
Ciry before age 24 to be “grandfathered” and thereby excluded from the cap which restricted an individual's pension
benefits. We believe this benefit was not “shared by the public generally,” and therefore Ms. Webster violated the
PRA in voung to approve MP-2, Ciry Artorney Aguirre also concluded thar this benefit was not shared by the public
generally, and was therefore a disqualifying interest under the PRA. City Auorney Michael ], Aguirre, Interim
Report No. 3 Regarding Violations of State and Local Laws as Related 1o the SDCERS Pension Fund at 15-16 (Apr.
9, 2005). Ciry Attorney Aguirre advanced these and other conclusions in 2 lawsuit brought on behalf of the Ciry of
San Diego against Council members Michael Zucchet and Ralph Inzunza and former Mayor Richard Murphy. The
City claimed that soeme or all of the defendants had violared Section 1090 and the PRA by, among other things,
modifying the Legislative Officers’ Retrement Plan (“LORP”) and the Elected Officer’s Retirement Plan ("EORP”).

However, the case was voluntarily dismissed by the City Arrorney, withour prejudice, after the presiding justice stated
at 2 hearing that Mayor Murphy and Council members Zucchet and Inzunza were improperly named as defendants.

The Court explained that the named defendants did not modify the Municipal Code and individual Council
members had no legal authority to bind the Ciry by adopting an ordinance. Judgmpnt of Dismissal and Award of
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While it is difficult to assign degrees of responsibility among the various Board members
insofar as their actions as Board members are concerned, Mr. Saathoff's backing of MP-2 stands out as being
particularly egregious. As the President of the Firefighters’ Union, the longest serving member on the
SDCERS Board, and the most prominent of the union elected Board members, Mr. Saathoff was viewed by
the Ciry officials as critical to gaining SDCERS’s support of MP-2 — especially in light of the fact that
SDCERS’s professional advisors were opposed.” It appears the Ciry effectively “bought” Mr. Saathoff's
support for MP-2 by providing him with the generous Presidential Leave benefit enhancement package thar
increased his yearly pension benefit, upon his retirement or participation in the Deferred Retirement Option

19

618 . 3 . B . .
Program,” by approximately $30,000 annually.”” In accepting this unique financial benefit, Ron Saathoff

violated the PRA by voting to approve MP-2.

Costs, City of San Diego v. Murphy, No. GIC 854373 {Cal. Super. Ct. Mar, 27, 2006); Plainiiff's Supplemental Brief,
Ciry of San Diego v. Murphy, No. GIC 854373 (Cal. Super. Ct. Sept. 23, 2005); Complainy, Ciry of San Diege v.

e

Murphy, No. GIC 854373 (Cal. Super. Ct. Jan. 3, 2006). Nevertheless, in another lawsuit brought by Ciry Artorney
Aguirre and the City against SDCERS, the City moved for summary judgment for, among other things, 2 declaration
that the retirement benefits created under LORP and EORP violated Section 1090, the Ciry Charter, and the
California Constitution.  The City’s morion was denied on technical grounds. Same Ciry officials have moved to
disqualify the City Arorney from this case because they allege that City Council never gave the City Attorney
permission to file it on the Ciry's behalf. Defendants and Cross-complainants San Diego City Attorney Michael J.
Aguirre and the City of San Diego’s Memorandum of Points and Authorities in Support of Motion For Summary
Judgment, or in the Alternative, Summary Adjudication of the lssues, Councilmember Peters and Former Mayor
Murphy’s Memorandum of Points and Authorities in Support of Motion to Disqualify the City Attorney, To Quash
Subpoenas and for a Protective Order, San Diego Employees’ Rer. Sys. v. Aguirre, No. GIC 841845, ar 8-27 (Cal.
Super. Ct. Apr. 24, 20006).
& Presidential Retirement Agreement Berween the City of San Diego and Ron Saathoff, President of the San Diego
City Firefighters, Local 145 (Dec. 12, 2003); Lerer from Rick A. Roeder to Larry Grissom, Retirement
Administrator (Nov. 5, 2002); Letter from Constance M. Hiatr and Robert Blum to Lawrence Grissom, Retrement
Administrator (Draft June 12, 2002); E-mail from Terri Webster to Dan Kelley (May 21, 2002); E-mail from Terri
Webster to Ed Ryan, Mary Vattimo and Cathy Lexin cc to Bruce Herring (Feb. 28, 2002}; Interview by the Audit
Committee with Richard Vorrmann (May 1, 2006).

618 . . . . L . )
The Deferred Retirement Option Program, or “DROP,” allows an employee to begin receiving his or her pension

payments, which are invested in a separate interest-earning accour, while he or she conrinues to work for up to five
years for the Ciry. Once the employee retires, he or she may take 2 one-time payout or have the money invested in
an annuity for incremental distribution. Jennifer Vigil, Depury Cizy Manager Herring Will Rerire, Aug. 5, 2005, San
Diego  Union-Tribune, available ar  hup://www.signonsandiego.com/news/metro/pension/20050805-9999-
7m5herring. heml.
&2 This is not the only unique benefit of which Mr. Saathoff took advantage. In the spring of 2002, Mr. Saathoff
requested three and one-half years of service credit under the PSC program. Despite 18 months passing since Mr.
Seathoffs initial request was priced in 2000, SDCERS Administrator Lawrence Grissom permitted him to make the
purchase in 2002 ar 2000 prices — 2 savings of about §9,900 — withour the knowledge of the SDCERS Board. By
this time, Mr. Saathoff was well aware that PSCs were underpriced and increased the System’s unfunded liabiliry.
Mr. Saathoff was also aware thar the Presidential Leave benefit was part of the ongoing meet and confer negotiations
and would enable him to use both his City and union salaries to calculate his redrement benefits, even though his
union salary was oz included in calculating the price of his service credits.  Audic Report from Darlene Morrow-
Truver, Audit Manager, ro Richard Vorrmann, Chair, Audic Commirtee, SDCERS (Feb. 27, 2004); Drafr
Memorandum from Darlene Morrow-Truver, Audit Manager, to Loraine E. Chapin, General Counsel (Oct. 24,
2003); Letrer from Rick A. Roeder to Service Purchase Task Force (Feb, 19, 2002).
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The Presidential Leave package was passed by resolution just weeks before the Ciry Council
approved the ordinance implementing MP-2,"" and before the SDCERS Board (including Mr. Saathoff
himself) gave its final approval to modify the City’s contriburion rate. The resolution allowed Mr. Saathoff
and (in theory) others to combine their Ciry and union salaries to calculate the high one-year salary for
purposes of calculating their pension benefits.” Although the MP-2 ordinance was first introduced on the
same day the Presidential Leave resolution was adopred, conspicuously, Presidential Leave was addressed
separately than MP-2 and by 2 different vehicle, a resolution.”® By approving the benefit by resolution (rather
than ordinance) the Ciry Council did not need to consider it twice as it otherwise would have (guaranteeing
Mr. Saathoff his benefir well in advance of when his Board vote on MP-2 took place), and the benefir was
implemented without 2 vote by the SDCERS membership.” The timing and manner in which Mr. Saathoff
received this benefit further suggests a level of intentional and willful misconduct by Mr. Saathoff surpassing
that of the other non-City rcprcscﬁtativcs on the Board.”™ In participating in the shaping of MP-2 while

simultaneously benefiting substantially from its approval, Mr. Saathoff acted with wrongfu! intent.

620 San Diego City Council Resolution 297212 (Oct. 21, 2002); San Diego, Cal., Ordinance 0-19121 (Nov. 18, 2002).
Moreover, this resolution was passed before Mr. Saathoff and the SDCERS Board gave their final approval of the
City contribution agreement aspect of MP-2. Minutes, SDCERS Board Meeting at 29-30 (Nov. 15, 2002).

San Diego City Council Resolution 297212 (Oct. 21, 2002). In practice, this resolution only benefited Mr.
Saathoff, as he was the only union president who actually received 2 Ciry salary in addition to his union salary. E-
mail from Judy Zellers to Lawrence Grissom cc ro Cathy Lexin and Terri Webster (Sept. 20, 2001).

e Minutes, San Diego City Council Meeting at 9-11, 30-31 (Oct. 21, 2002).

The San Diego Ciry Charter requires that most types of ordinances (including the MP-2 ordinance ar issue) must be
introduced ar a Council meeting ar least twelve days before they are ultimately approved by Council and must be read
in full prior ro final passage. San Diego City Charter art. III, § 16. Resolutions, on the other hand, take effecr upon
passage unless otherwise stated within the resolution. San Diego City Charter art. 111, § 17, The Charter also
mandares that any ordinance which affects the benefits of any employee or retiree must be approved by a majority
vote of the members of SDCERS. San Diego City Charter art. IX, § 143.1. As stated in the MP-2 ordinance and
noted at the meering ar which it was introduced, the ordinance could only take effect “upon approval by the
Membership of the Retirement System pursuant to Charter Section 143.1.” San Diego, Cal., Ordinance 0-19121
(Nov. 18, 2002}; Minutes, San Diego City Council Meeting at 10 (Oct. 21, 2002).

While the Reish Luftman Report refrained from discussing conflict of interest violations, it concluded that Ron
Saathoff and Terri Webster breached their fiduciary duties as SDCERS Board members by not informing the other
Board members about the benefit enhancements they were receiving through MP-2. Reish Luftman Reicher &
Cohen, Legal Analysis of Investigative Report on the San Diego City Employees’ Retirement System at 93-94 (Jan.
20, 2006). The City Attorney concluded that Mr. Saathoff (among other Ciry employees on the SDCERS Board)
violated conflict of interest provisions and breached his fiduciary duties to SDCERS by approving MP-2, Ciry
Arorney Michael J. Aguirre, Interim Report No. 3 Regarding Violations of Srate and Local Laws as Related w the
SDCERS Pension Fund at 14-21 {(Apr. 9, 2005). Vinson & Elkins only suggested that Mr. Saathoff and other Ciry
employee members of the SDCERS Board may have been induced to approve MP-2 through enhanced benefits and,
in doing so, also violated conflict of interest provisions. Paul S. Maco & Richard C. Sauer, Vinson & Elkins LLP |
Potential Violations of the Federal Securities Laws by the Ciry of San Diego and Associated Individuals at 60-62, 70-
73 (Draft July 15, 2005).
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Finally, responsibility for these illegal conflicts must be allocated to the SDCERS Board itself
which — apart from the failings of any individual Board member ~ was plagued by 2 pervasive lack of
structural independence from the Ciry. With three of its 13 members representing the City Manager,
Auditor, and Treasurer, and with an additional six chosen from a combination of union representarives, Ciry
employees, and retirees — each of whom receives benefits from the system — it was inevitable the Ciry would
wield undue influence over the deliberations of the SDCERS Board, especially where enhanced member
benefits were at stake.”” Where MP-1 and MP-2 were concerned, the interests of the Ciry in avoiding its
payment obligations to SDCERS appear to have taken precedence in the Board's deliberations, to the

detriment of the one entity they were duty-bound to protect — the SDCERS Trust.

2. SDCERS Administrator Lawrence Grissom

If any one person could be said to have “run” SDCERS, that person was Lawrence Grissom.
Mr. Grissom was the SDCERS Administrator, a position he had held for many years, and he understood and
appreciated the actuarial underpinnings of SDCERS berrer than anyone else.” Based on his professional
background, experience, and responsibilities, Mr. Grissom couid have and should have prevented many of the
actions taken by the Board that breached the Board’s fiduciary duty or posed an unacceprable risk to the
health of SDCERS. Mr. Grissom failed to fulfill his professional obligations to the plan participants whose

. . P 627
retirement security he was entrusted to administer.

62 San Diego City Charter art. IX, § 144 (amended Nov. 2, 2004); San Diego City Charter art. X, § 1 (amended Nov.
2, 2004). As of April, 1, 2005, the composition of the Board changed 1o include seven independent members and six
members required to be chosen from a combination of union representartives, City employees (including one Ciry
Manager Designee), and retirees. San Diego Ciry Charrer art. IX, § 144,

626 Minutes, SDCERS Board Meeting at 1, 7 (May 20, 2005); Memorandum from Lawrence B. Grissom, Rerirement

Administrator, to Bruce Herring, Deputy City Manager (July 1, 2002); Memorandum from Lawrence B. Grissom,

Rerirement Administrator, to Retirement Board, via Business Procedures Commitree (Mar. 6, 2001); Memorandum

from Lawrence B. Grissom, Administrator, to Retirement Board (June 18, 1996); Memorandum from Lawrence B.

Grissom, Administrator, to Retrement Board of Administration (June 12, 1996); Minutes, SDCERS Board Meeting

ar 1, 31 (May 19, 1995).

& The Ciry Attorney alleged that Mr. Grissom violated fiduciary duties owed to the SDCERS members by parriciparing

in and influencing the decisions to implement MP-1 and MP-2 because he received special compensation not given

o others in his position. Second Amended Complaint, People v. Grissom, No. GIC 850246, at 11-12 (Cal. Super.

Cr. Dec. 12, 2005). However, in a related acton, the court held that Mr. Grissom could only be liable for

conspiring to breach a Board member’s fiduciary duty, since art. 15, § 17 establishes a fiduciary relationship berween

Board members and beneficiaries only, not SDCERS employees and benefictaries. Order, San Diego Ciry Employees’

Ret. Sys. v. Aguirre, No. GIC 841845, at 9 (Cal. Super. Ct. Sept. 26, 2005). Notably, in Interim Report No. 6 issued

earlier in 2005, the Ciry Attorney had concluded that Mr. Grissom did owe a fiduciary duty 10 SDCERS members

and viclated that dury by allowing the City to stray from its actuarially calculated contributions to the plan, though
the City Attorney did not provide a legal basis for a pension plan administraror’s fiduciary relarionship o plan
participants. City Attorney Michael J. Aguirre, Amended Interim Report No. 6 Regarding the San Diego Ciry

Employees’ Retirement System Funding Scheme at 33 (July 1, 2005). The legal analysis accompanying the Navigant

Report discussed the possibility that Mr. Grissom owed an affirmative duty under California employment law to

voice concerns about potential wrongdoing of the Board, but largely concluded thart such a dury does not exist. Reish

Luftman Reicher & Cohen, Legal Analysis of Investigative Report on the San Diego Ciry Employees’ Retirement

Systemn ar 119 (Jan. 20, 2006).
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With respect to MP-1, it was Mr. Grissom who served as the “client” in dealings with the
Board's advisors, including its actuary and fiduciary counsel. ™ Insofar as the Board failed to seek appropriate
legal advice, or acted on poorly understood actuarial recommendations, Mr. Grissom bears responsibility for
failing to supervise properly the Board's professional advisors. Moreover, among the Board’s professional
staff, Mr. Grissom best understood that the concept of Surplus Earnings, the linchpin of MP-1, was premised
upon a fundamental misconception.”” Mr. Grissom knew SDCERS’s earnings in excess of 8% were not ruly
“surplus” because SDCERS needed to keep those assets within the system to make up for years in which
investment returns fell short of the acruarially determined 8% recurn.” Notwithstanding this knowledge,
Mr. Grissom facilitated the Board’s decision to adopt MP-1, putting, as the Board did, the Ciry’s inrerest in
avoiding actuarially determined contributions over and above the interests of SDCERS. If anyone should
have kept the Board “honest” with respect to MP-1, it was Mr. Grissom. He failed in this responsibility.

Worse yet, after MP-1 had been approved, Mr. Grissom adopted the City's goal of limiting
disclosure about the extent of the underfunding that MP-1 created. The Ciry resisted reporting any NPO at
all, based on the fundamentally flawed argument that the NPO was “funded in a reserve.” Mr. Grissom not
only supported this position himself, he went so far as to suggest that SDCERS consider changing actuaries
because Mr. Roeder was resistant to the argument that there was no need to report an NPO.® When the
City did finally report an NPO (reduced by the adoption of a 40-year amortzation period), Mr. Grissom
helped craft the misleading disclosure that the NPO was “funded in a reserve.”™ To the extent that Mr.
Grissom supported the Ciry’s failure to report, and then its under-reporting of, the NPO, he facilitated the
Ciry’s violation of its disclosure obligations to the public and SDCERS’s fiduciary obligations to its members.

Mr. Grissom’s actions were even more egregious when it came to MP-2.  There, Mr.

Grissom did not even believe the proposal was in the best interests of SDCERS. In facr, as he later admirted

- City Manager, Retirement System Proposal (Consolidated from Propesal Dated June 7, 1996, as Modified by june

21, 1996 Proposal); Memorandum from Lawrence B. Grissom, Administrator, to Retirement Board (June 18, 1996);
Memorandum from Lawrence B. Grissom, Administrator, to Retirement Board of Administration (June 12, 1996).

Letter from Dwight Alan Hamilton, Hamilton and Faatz, and John A. Graham, Frandzel & Share, to Lawrence B.
Grissom, Rerirement Administrator (June 21, 1996); Letter from Rick A. Roeder to Larry Grissom (June 13, 1996).
630 . - . . , . .
Minutes, SDCERS Investmenr Commitree Meeting at 16 (Apr. 18, 2002) (Grissom states the term “surplus
earnings” is a misnomer); Minutes, SDCERS Investment Commirtee Meeting at 4 (Mar. 20, 1997) (Grissom states
that surplus is not considered excess earnings until the System’s funding ratio exceeds 100%).

63}

E-mail from Terri Webster to Lawrence Grissom (July 9, 1999}); E-mail from Lawrence Grissom to Terri Webster
(Mar. 31, 1998).

&2 E-mail from Rick Roeder to Lawrence Grissom and Paul Barnerr (Sept. 5, 2003); E-mail from Lawrence Grissom to

Terri Webster (Mar. 31, 1998).
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- 3 . R R . . . . + 633
to SDCERS’s ourside counsel, he affirmatively believed that there was “very litde justification” for ir.”

Norwithstanding his reservations, Mr. Grissom shepherded the proposal through the Board’s deliberative
process in a heavy-handed manner that all bur guaranteed its adoption. He directed SDCERS’s fiduciary
counsel, Robert Blum, as to how Mr. Blum’s supposedly independent legal advice should come out (at first
requesting an opinion disapproving MP-2 and, later, asking Mr. Blum 1o reverse course and approve the

634 . .
#* He encouraged Mr. Blum to twist the actuary’s arm when Mr. Roeder began having second

measure)
thoughts abour releasing 2 written opinion advising that the five-year phase-in adopted by MP-2 was
“reasonable,” resulting in an actuary opinion that was confusing if not affirmatively misleading.635 And he
instructed Mr. Roeder to cease having “one-on-one” conversations with Board members, after Mr. Roeder
had responded to Diann Shipione’s inquiries by sharing his concerns aboutr MP-2 with her.*® In actively
manipulating the independent assessments of the ousside professionals who were charged with providing

objective advice about the health of the pension system, Mr. Grissom failed in his responsibility to administer

and protect the SDCERS Trust. In so doing, Mr. Grissom acted with wrongful intent.

3. SDCERS General Counsel’s Gffice

In 1997, Loraine Chapin began service as SDCERS General Counsel, filling a role that had
previously been handled by the City Artorney’s Office.””” Unlike SDCERS Administrator Lawrence Grissom,
pproval for MP-1, MP-2

Ms. Chapin does not appear to have played an active role in shaping and winnin

~L
B
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rt

perform the critical legal watchdog role assigned o her.
With respect to MP-2 (since Ms. Chapin assumed her position within SDCERS after the

adoption of MP-1), the record shows that Ms. Chapin was fully informed of all developments concerning the

€3 E-mail from Lawrence Grissom to Sheila Leone cc to Loraine Chapin, Paul Barnett, and Sheila Jacobs (Sept. 12,

2003). Moreover, Mr. Grissom appears to have understood the potential illegality of City officials on the SDCERS
Board having 2 hand in crafting their own benefits. E-mail from Terrt Webster to Lawrence Grissom (May 20,
2002).

fad E-mail from Sheila Leone o Loraine Chapin cc to Roxanne Story Parks (Mar. 24, 2003).
e Letter from Rick A. Roeder 1o Larry Grissom, Retirement Administrator (Nov. 5, 2002); E-mail from Lawrence
Grissom o Robert Blum (Oct 30, 2002).

66 See E-mail from Rick Roeder to Lawrence Grissom (Nov. 26, 2002); E-mail from Constance Hiart to Lawrence
g, 2002},

ot

Grissom (July

Ms. Chapin had previously counseled the SDCERS Board as a Depury Ciry Atcorney unil the official position of
SDCERS General Counsel was created within SDCERS in 1997. Agreement for Retirement System Legal Services
(Apr. 9, 1997). In her capacity as a Depury City Artorney, she atended the June 11, 1996, SDCERS Board meeting
at which MP-1 was proposed. The minures reflect her explaining that, based on “her review of this proposal, the
only amendment she is aware of that would need to occur would be 2 City Charter amendment in regards to the
health insurance issue.” Minutes, SDCERS Board Meeting at 8 (June 11, 1996). From the evidence available to the
investigarion, it does not appear that Ms. Chapin raised any other concerns about the legality of MP-1.
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proposal and its approval by SDCERS.® First, in her capacity as SDCERS General Counsel, Ms. Chapin
was present at the SDCERS Board meetng at which MP-2 was first formally proposed and the two
subsequent meetings at which it was discussed and approved.”™ Second, Ms. Chapin appreciated the inherent
legal problems with simultaneously granting new benefits to SDCERS members and providing contribution
relief to the Ciry. In dealing with the rask of modifying the Municipal Code to allow for assers in the
Employee Contribution Rate reserve to be used to offset benefit increases, Ms, Chapin stated: “This is further
support for the propositions that furure meer and confer benefits involving retirement not be subject to a
contingency such as the Board approving requested funding changes for the System as well as prospective
effective dates.”™ Third, Ms. Chapin understood the potential for allegations of fiduciary duty breaches by
SDCERS Board members, as she worked with SDCERS fiduciary counsel to address the desire of several
Board members to secure indemnification by the Ciry in connection with the approval of MP-2.*

Moreover, Ms. Chapin failed to timely address the conflicts of interest that colored the vores
of various SDCERS Board members, most prominently Cathy Lexin, who only recused herself from

consideration of the proposal affer the critical vote approving MP-2 ar the July 11, 2002 SDCERS Board

meeting.” Ms. Chapin’s failure to address this issue before the July 11, 2002 meeting is particularly glaring

e E-mail from Robert Blum to Loraine Chapin, Lawrence Grissom and Paul Barnert ce to Constance Hiatr (Oct. 23,
2002); E-mail from Daniel Kpllcy to Lorame Chapin cc to Lawrence Grissom, Paul Barnert, Roxanne Parks, Michael
Rivo and Cathy Lexin (Aug. 22, 2002); E-mai! from Loraine Chapin to Leslie Girard cc to Lawrence Grissom, Paul
Barnett and Roxanne Parks (Aug. 21 2002); E-mail from Loraine Chapin to Robert Blum cc to Lawrence Grissom,
Paul Barnert, Roxanne Story Parks and Sheila Leone (Aug. 21, 2002); E-mail from Robert Blum to Lawrence
Grissom, Paul Barnert and Loraine Chapin cc to Constance M. Hiatr and Marcus Wu (July 30, 2002); E-mail from
Lawrence Grissom to Loraine Chapin, Roxanne Story Parks and Constance Hiart ec to Paul Barnerr and Robert
Blum (June 26, 2002).

# Minutes, SDCERS Board Meeting at 1 (June 21, 2002); Minutes, SDCERS Board Meeting at 1 (July 11, 2002);
- Minutes, SDCERS Board Meeting ar 1 (Nov. 13, 2002).

oo E-mail from Loraine Chapin to Leslie Girard cc to Lawrence Grissom, Paul Barnerr and Roxanne Parks (Aug, 21,

2002). See albo e-mail from Loraine Chapin to Terri Webster (Oct. 10, 2002) (Chapin states thar “this underscores

my frustration with the meet and confer process this year as it relates to retirement benefits. It has been a

y

nightmare.”).
641 -
' E-mail from Robert Blum to Leraine Cnapm Lawrence Grissorn and Paul Barnett cc o Constance Hiarr (July 15,

2002); E-mall from Lawrence Grissom to Loraine Chapin, Roxanne Story Parks, and Constance Hiart c¢ 1o Paul
Barnertt and Robert Blum (June 26, 2002).

o It appears that Ms. Chapin only became sensitive to this conflict of interest issue after SDCERS ﬁduciary counse!

indicated thar Ms. Lexin’s positon as both negotiator for the City and fiduciary for SDCERS members might
implicate legal concerns. E- -mail from Robert Blum to Lawrence Grissom, Paul Barnert and Loraine Chapin cc o
Constance Hiatr and Marcus Wu (July 30, 2002); E-mall from Loraine Chapin 1o Robert Blum cc to Lawrence

Grissom, Paul Barner, Roxanne Story Parks and Sheila Leone (Aug. 21, 2002),

This was not the only occasion upon which Ms. Chapin overlooked potential conflict of interest issues. In
connection with the 2003 audit of Ron Saathoff's Presidential Leave benefit, the Audit Division of rhe Audiror and
Comprtroller's Office investigated an administrative glitch rthar had allowed Mr. Saathoff to purchase service credit in
July 2002 at a discounted contract price. Mr. Saatho had originally filed an application to purchase four years in
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considering she had previously authored an opinion while working under former Ciry Arrorney John Wit
discussing the fiduciary implications of 2 SDCERS Board member taking an active role in the meer and
confer process.”

On the issues of evaluating the legality of MP-2 and the fiduciary obligations of the
SDCERS Board, the performance of other legal staff members of SDCERS - in particular, Assistant General
Counsel Roxanne Story Parks — was similarly deficient.™ Ms. Parks artended each of the critical SDCERS
Board meetings at which MP-2 was discussed and approved.”®  Ms. Parks worked hand-in-hand with Ms.
Chapin in drafting the ordinance underlying cerrain aspects of MP-2 and in working with fiduciary counsel
to implement the request of several SDCERS Board members that the Board be indemnified by the Ciry in
connecrion with its approval of MP-2 on November 15, 2002.% While Assistant General Counsel Sheila
Leone Jacobs served a similar role as Ms. Parks, it appears from the evidence available that she did not have as

active a role as Ms. Parks in drafting the MP-2 ordinance and considering legal issues implicated by MP-2.

2000, bus the contract was apparenty never processed and delivered to him. Though Mr. Saathoff did not follow up
on this error for nearly two vears, SDCERS staff allowed him to use the contract price from his original application in
2000 when he reapplied to purchase credir in 2002, E-mail from Paul Barnerr to Alex Ruiz, Darlene Morrow-
Truver, and Judy Zellers (Oct. 21, 2003). The Audir Division sought to present this marter to the SDCERS Board,
bypassing the staff because of the possible conflict of interest surrounding the favorable treatment accorded Mr.
Saathoff. Ms. Chapin resisted the efforts of the Audit Division, believing that it was not necessary to modify Mr.
Saathoff's purchase contract or bring the marter before the SDCERS Board. Draft Confidential Audit Memo from
Darlene Morrow-Truver, Audit Manager, to Loraine E. Chapin, General Counsel (Oct. 24, 2003); E-mail from Judy
Zellers to Darlene Morrow-Truver and Kyle Elser (Oct. 21, 2003); Interview by the Audir Commirtee with Darlene
Morrow-Truver (Apr. 26, 2006).

Memorandum of Law from Ciry Attorney to Larry B. Grissom, Retirement Administrator (Mar. 10, 1992) (authored
by Loraine L. Etheringron (Chapin), Depury City Arorney). In Ms. Chapin’s defense, Mr. Blum (SDCERS
fiduciary counsel) had weighed in on the issue of SDCERS Board members’ conflicts of interest in early July 2002,
reasoning that a SDCERS Board member (Tom Rhodes, president of and labor negotiator for the Police Officer’s
Association) who was involved in the labor negouations earlier in the year could discharge his fiduciary durties in
voting on MP-2 so long as “he/she can vorte as a fiduciary and act separately from the role as 2 negoriator, and actually
does this.” E-mail from Robert Blum to [Tom Rhodes) cc to Connie M. Hiartt, Loraine Chapin, Lawrence Grissom
and Paul Barnert (July 3, 2002). However, as illustrated by Mr. Blum’s change of course later in July 2002, Cathy
Lexin’s involvernent in the approval of MP-2 presented 2 much more substandal conflict that that of Mr. Rhodes,
who was not involved in the crafting of the MP-2 agreement as a whole. Similar to Mr. Blum, Ms. Chapin should

have been more sensitive to the conflicts surrounding Ms. Lexin before the July 11, 2002 SDCERS Board meeting.

. Besides Ms. Chapin and Ms. Parks, SDCERS internal legal staff consisted only of Assistant General Counsel Sheila
Leone Jacobs and several paralegals. Interview by Navigant Consulting with Roxanne Story Parks (Dec. 15, 2005).
Ms. Parks and Ms. Leone currently work in the Office of SDCERS General Counsel.

o4 Minutes, SDCERS Board Meering at 1 (June 21, 2002); Minutes, SDCERS Board Meeting at 1 (July 11, 2002);
Minutes, SDCERS Board Meering at 1 (Nov. 15, 2002). Ms. Jacobs atrended the June 21, 2002 and November 15,
2002 meetings.

o E-mail from Loraine Chapin to Terri Webster (Oct. 10, 2002); E-mail from Loraine Chapin to Robert Blum cc 1o

Lawrence Grissom, Paul Barnett, Roxanne Story Parks and Sheila Leone (Aug. 21, 2002); E-mail from Loraine

Chapin 1o Leslie Girard cc to Lawrence Grissom, Paul Barnerr and Roxanne Parks (Aug. 21, 2002); E-mail from

Lawrence Grissom to Loraine Chapin, Roxanne Story Parks and Constance Hiart cc 1o Paul Barnetr and Robert

Blum (June 26, 2002).
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The Audit Commirttee requested to speak with Ms. Chapin, Ms. Parks, and Ms. Jacobs about, among other
things, the operations of the Office of General Counsel. All three declined to be interviewed.

Apparently, due to conflict of interest concerns (since SDCERS staff members would be
affected by the benefit enhancements), Ms. Chapin instructed Ms. Parks and Ms. Jacobs to defer to outside
fiduciary counsel in rendering legal advice to the Board in connection with MP-2.% Surprisingly, they were
not alarmed after the remarkable turnaround in fiduciary counsel Hanson Bridgert's advice, first cautioning
the Board against approving MP-2 and then changing course and issuing an opinion in November 2002
endorsing the proposal as a “reasonable exercise of the Board’s iduciary responsibilities.™  Significantly, Ms.
Chapin appears to have been involved in the shaping of Hanson Bridgett’s second opinion letter in 2002,
discussions with the City over certain aspects of MP-2, and was privy to information suggesting that pressure
was put on SDCERS acruary Rick Roeder to approve the modified funding mechanism of MP-2.*  Though
Ms. Chapin may have formally refrained from advising the SDCERS Board as to their fiduciary obligations,

she was very much involved in the selling

J

of the proposal to the Board.
Given her participation in the crafting of MP-2 and her awareness of the significant fiduciary
issues it raised, Ms. Chapin failed to fulfill her legal dudes to SDCERS. To the extent of their respective

awareness of the fiduciary concerns surrounding MP-2, Ms. Parks and Ms. Jacobs must also bear some

responsibiliry for failing to act on warning signs of significant legal problems with the proposal.

4. SDCERS Actuary Rick Roeder

Rick Roeder, of Gabriel, Roeder, Smith & Company, was the SDCERS actuary throughour
MP-1 and MP-2. When confronted with important decisions, the Board looked to Mr. Roeder for actuarial
advice.

Mr. Roeder bears substantial responsibility for the Board’s decision to adopt MP-1. Of all of
the Board’s advisors, Mr. Roeder was the most qualified to understand, and explain to the Board, the basic

conceptual mistake supporting the Board’s assumption thar SDCERS’s Surplus Earnings were assets the

“ Interview by Navigant Consulting with Roxanne Story Parks (Dec. 15, 2003).

E-mail from Sheila Leone to Lori Chapin cc to R. Parks (Mar. 24, 2003); Letter from Bob Blum and Connie Hiart to
Frederick Pierce, Retirement Board President (Nov. 18. 2002); Letter from Constance M. Hiatr and Robert Blum to
Lawrence Grissom, Retirement Administrator (Draft June 12, 2002). Correspondence berween Ms. Parks and Ms.
Jacobs regarding the deposition of Rebert Blum arising out of SDCERS's lawsuir against Hanson Bridgen for
professional malpractice suggests that Ms. Parks and Ms. Jacobs were, at the very least, aware of Mr. Blum's reversal
of opinion in 2002. E-mail from Sheila Jacobs to Roxanne Story Parks (Jan 30, 2004); E-mail from Sheila Jacobs to
Reg Vitek (Jan. 29, 2004); Interview by Navigant Consulting with Roxanne Story Parks (Dec. 15, 2005).

E-mail from Robert Blum to Rick Roeder cc to Constance Hiatr, Loraine Chapin, Lawrence Grissom and Paul
Barnerr (Oct. 29, 2002); E-mail from Lawrence Grissom to Loraine Chapin (Oct. 24, 2002); E-mail from Robert
Blum to Lawrence Grissom, Paul Barnett and Loraine Chapin cc to Connie M. Hiatr (Sept. 22, 2002); E-mall from
Robert Blum to Loraine Chapin, Lawrence Grissom and Paul Barnerr (Sept. 16, 2002).



Board could deplete for any reason it saw fi. However, it does not appear Mr. Roeder properly advised the
Board regarding the erroneous assumption art the very foundation of the Surplus Earnings concept, nor did he
advise the Board of the fact that, in adopring MP-1, it was purtng the soundness of SDCERS art grave risk.
Instead, Mr. Roeder fell in line with Mr. Grissom and Ciry representatives on the Board, basing his support
on the inclusion of the trigger provision in the proposal.**

Mir. Roeder also failed to render competent, clear actuarial advice in connection with MP-2.
Unlike MP-1, however, which Mr. Roeder believed could work as long as the City respected the funded rato
“rrigger,” Mr. Roeder never believed MP-2 was in the best interests of SDCERS.” Norwithstanding this
belief, Mr. Roeder allowed himself to be marginalized by SDCERS’s fiduciary counsel, Robert Blum, and
others who were advocating for MP-2.** For example, in response to doubts raised by Mr. Roeder over
language in his “final” acruarial opinion suggést'mg that he endorsed MP-2, Mr. Blum cautioned Mr. Roeder

that “lots of people would be very unhappy if you are unwilling to sign off on it [the November 5, 2002

. * - £8% o~ o - . . .
acruarial letter] now.”™ After Mr. Roeder backed down, Mr. Blum forwarded the entire e-mail chain

o At the June 11, 1996 SDCERS Board meeting at which MP-1 was proposed, the minures reflect that Mr. Roeder

explained that “he would have been reluctant to recommend this plan without some sunset provisions. However, he

stated that he believes thart this is a sound proposal as long as the funded ratio does not drop significandy, and with

the appropriate sunset provisions in place.” Minutes, SDCERS’ Retirement Board of Administration Special
1,

Workshop at 15 (June 11, 1996).

in an action brought by the City Artorney against Gabriel, Roeder, Smith & Co. (“GRS”), among other entities, it is
alleged that GRS, but not Mr. Roeder specifically, committed professional negligence by endorsing MP-1 and
continually representing that SDCERS was in good financial health berween 1997 and 2001. Although the Ciry also
claimed that GRS had commirted intentional fraud and affirmative misrepresentation and intentional fraud and
concealment, it did not allege that Mr, Roeder (or GRS) committed professional malpractice or breached fiduciary
duties owed o SDCERS. First Amended Complaint at 11, Ciry v Callan Associares, Inc., No. GIC 852419 (Cal.
Super. Ct. Aug, 15, 2005).
& Letter from Rick Roeder to Councilman Scotr Peters (Aug. 12, 2004); Letter from Reg A. Vitek, Selzer Caplan
McMahon Vitek, to Sheila Leone, Esq., San Diego Ciry Employees’ Retirement System cc to.Michael A. Leone, Esq.
(Mar. 5, 2003); Lerter from Rick A. Roeder to Larry Grissom, Retirement Administraror (Nov. 5, 2002); E-mail
from Constance Hiatr to Lawrence Grissom cc to Robert Blum (July 18, 2002); Presentation, “Analysis of Proposed
Change to Manager's Proposal” (July 11, 2002) (For Mr. Roeder to be satisfied “that the updated manager's Froposal
is financially viable, the Ciry would need to demonstrate thar a significantly higher amount of financial resources will
be available to be allocated to pension funding and will, in fact, be made.”); Presentation, “Actuarial Informarion re:
Manager's Proposal” (June 12, 2002); Minutes, SDCERS’ Retirement Board of Administration Special Workshop at
15 (June 11, 1996).
52 In the months leading up to MP-2, Mr. Blum, Ms. Chapin, and Mr. Grissom, among others, compromised Mr.
Roeder’s independence by, at the very Jeast, seeking to shape the contours of Mr. Roeder's opinion to meet the
demands of the Board and the proposal. E-mail from Robert Blum to Loraine Chapin, Lawrence Grissom, and Paul
Barnert cc to Constance Hiarr (Sept. 16, 2002) (“[I} now have 2 good first draft of the opinion letter in connie’s
hands. the key will be what we can get rick to say.”).

E.-mail from Lawrence Grissom to Robert Blum (Oct. 30, 2002). Later, in connecrion with Mr, Blum’s November
18, 2002, fiduciary opinion to the SDCERS Board, Mr. Blum vetoed a sentence that Mr. Roeder wanted to include
in the opinion warning that MP-2 could result in twelve consecutive years of paying less than the actuarial rate. E-
mail from Rick Roeder to Richard C. Sauer (June 21, 2004).
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reflecting their communications to Mr. Grissom, noting that “rick will sign,” to which Mr. Grissom replied,
“good.”654 The exchange is illuminating in that it shows how Mr. Roeder, apparently against his berrer
judgment, was effectively pressured into providing to the SDCERS Board the paper trail it needed to justify
MP-2." Mr. Roeder’s inability 1o stand up to this pressure is a large part of the reason that SDCERS finds
irself in the current financial crisis. The Audit Committee requested to speak with Mr. Roeder regarding,
among other things, his working relationship with SDCERS fiduciary counsel and his actuarial opinions. Mr.
Roeder declined to be interviewed.

Finally, by repeatedly issuing annual valuation reports blessing SDCERS as actuarially
“sound”™™ ~ even after the City had adopted 2 funding program that was, by his own estimation, guaranteed
to erode the actuarial soundness of SDCERS™ — Mr. Roeder facilitated the perpetuation of the underfunding

scheme and breached his professional obligations 1o the SDCERS Trust.”® Time and time again, Mr. Roeder

6o E-mail from Lawrence Grissom to Robert Blum (Ocr. 30, 2002). Nonetheless, Mr. Roeder’s final opinion, while

tepid in its endorsement of MP-2 ~ noting only that the version as adopred was “reasonable” as compared with what
had come before — affirmatively stated that it would be preferable for the Board to leave MP-1 in place. Lerter from
Rick A. Roeder to Larry Grissom, Rerirement Board Administrator (Nov. 5, 2002); Lerrer from Reg A. Vitek, Selrzer
Caplan McMahon Vitek, to Sheila Leone, Esg.. SDCERS, cc 1o Michael A, Leone, Esq. (Mar. 5, 2003).

In a lawsuit brought by three individual members of SDCERS against Mr. Roeder and his acruarial firm, Gabriel,
Roeder, Smith & Company (“GRS”), the plaintiffs alleged that Mr. Roeder and GRS committed fraud by
concealment and negligence by concealing or failing to disclose that MP-2 would render the Ciry’s pension fund
acruarially unsound. Complaint, Gleason v. Gabriel, Roeder, Smith ¢ Co., No. GIC 849882, at 3 (Cal. Super. Cr.
June 28, 2005). In a parual dismissal, the allegations agatnst Mr. Roeder, individually, were dismissed withour
prejudice by the Court. Dismissal Entered on March 7, 2006, Gleason v. Gabriel, Roeder, Smith o Co., No. GIC
849882 (Cal. Super. Ct. Mar. 7, 2006).

658 Gabriel, Roeder, Smith & Ce., San Diego City Employees’ Retirement System Annual Acruarial Valuation June 30,
2001, at 17 (Feb. 12, 2002}; Gabriel, Roeder, Smith & Co., San Diego City Employees’ Retirement System Annual
Actuarial Valuation June 30, 2000, at 19 (Mar. §, 2001); Gabriel, Roeder, Smith & Co., San Diego Ciry Employees’
Retirement System Annual Actuarial Valuation June 30, 1999, at 17 (Feb. 14, 2000); Gabriel, Roeder, Smith & Co.,
San Diego City Employees’ Rerirement System Annual Actuariel Valuation June 30, 1998, ar 18 (May 5, 1999},
Gabriel, Roeder, Smith & Co., San Diego City Employees” Retirement System Annual Actuarial Valuation june 30,
1997, at 17 (Jan. 16, 1998); Gabriel, Roeder, Smith & Co., San Diego City Employees’ Retirement System Annual
Actuarial Valuation June 30, 1996, at 19 (Jan. 9, 1997); Gabriel, Roeder, Smith & Co., San Diego City Employees’
Retirement System Annual Actuarial Valuation June 30, 1995, at 16 (Jan. 19, 1996)

&7 Minutes, SDCERS Board Meeting at 16 (June 11, 1996) (Mr. Roeder stated that under the Proposal “some of these
costs will be borne by the future generation.”).

o The Acruarial Standards Board Code of Professional Conducr requires an actuary to perform his duties with integrity,
competence, skill, and care. Actarial Standards Board, Code of Prof’] Conduct, Precepr 1, Annorarion 1-1 (2001).
Additionally, actuaries must take reasonable steps to ensure thar their services are not used to mislead others.
Acruarial Standards Board, Code of Profl Conduct, Precept 8 (2001). The actuary must present information in a
manner that is clear, because of the risk thar misinterpretations may influence the-actions of third parties. Acruarial
Standards Board, Code of Prof’] Conduct, Precept 8, Annoration 8-1 (2001).
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failed to provide the objective, critical advice that could have protected the SDCERS Trust from the Ciry’s

I o . . . 659
penchant for seeking to minimize its contributions to the System.

5. SDCERS’s Fiduciary Counsel

In connection with MP-1 and MP-2, the Board received advice from its fiduciary counsel
that, ulrimarely, sanctioned both proposals.”” Both times, the Board was poorly served by its counsel.

Fiduciary counsel Dwight Hamilton of the law firm Hamilton and Faaw ar first opposed
MP-1, raising 2 number of “red flags” and opining that an agreement to freeze conuibudon rares would
breach the Board’s fiduciary duty by tying its hands when changes in actuarial assumptions and financial
circumsrances otherwise demanded an increase in the City’s contribution rates.””  In particular, Mr.
Hamilton was concerned that the SDCERS acruary would not be permirted to alter the actuarial assumprtions

662

underlying the System uniil, at the earliest, 2007.°" Mr. Hamilton later changed his opinion after MP-1 was
modified to allow, among other things, the actuary to annually review and change actuarial assumptions thar,
in turn, could require the Ciry to increase its contribution schedule such that the Ciry’s annual contribution

5 ot . .. . .
Notably, this revision did not correct the fundamental flaw

would reach the full EAN rate by July 1, 2009.%
first perceived by Mr. Hamilron — the City would be allowed to make annual contriburions o the System ata
rate lower than that calculated by the actuary. Even in signing off on MP-1, Mr. Hamilton's opinion was

carefully worded to note merely that the Board would be acting within its “discretion” under the California

69 With regard to MP-1, the City Artorney reached a similar conclusion: “Mr. Roeder’s conducr fell below applicable

professional standards, for in providing guidance to the pension board on explaining the actuarial affect [sic] of MP-1
to plan participants and board members, he was acting as a plan fiduciary.” City Artorney Michael ]. Aguirre,
Interim Report No. 6 Regarding the San Diego City Employees’ Retirement System Funding Scheme at 34 (June 21,
2005). With regard to Roeder being pressured into approving MP-2, the Ciry Attorney’s conclusion was generally
consistent with thar of the Audit Committee. Ciry Attorney Michael ], Aguirre, Interim Report No. 7 SDCERS
Artorney-Client Privilege Documents Released Under Federal Court Order at 9-13 (Dec. 6, 2005). The Reish
Lufrman Report suggested that Mr. Roeder did not fulfill his duties as SDCERS actuary by definitively warning the
Board of the problems with MP-1 and MP-2. Reish Luftman Reicher & Cohen, Legal Analysis of Invesugarive
Report on the San Diego Ciry Employees’ Retirement System at 75, 89-90 (Jan. 20, 2006).

660 . s - : R . . s

Letter from Bob Blum and Connie Hiarr to Frederick W. Pierce, IV, President, Rerirement Board (Nov. 18, 2002);

Lerrer from Dwight Alan Hamilron, Hamilton and Faarz, and John A. Graham, Frandzel & Share, to Lawrence
Grissom, Rerirement Administraror (June 21, 1996).

661 Minutes, SDCERS’ Retirement Board of Administration Special Workshop at 18-21 (June 11, 1996).

58 Minutes, SDCERS’ Retirement Board of Administration Special Workshop at 20 (June 11, 1996). The first
ireration of MP-1 provided only an “extraordinary circumstances” exception to this constraint on the SDCERS
Board’s ability to modify the actuarial underpinnings of the System. Ciry Manager, City Employees Retirement
System Proposal at 6 (June 7, 1996). Mr. Hamilton's concerns were not assuaged by this provision, however, as he
believed the terminology “extraordinary circumstances” was oo ambiguous to provide a practical safeguard.
Minutes, SDCERS Board Meeting at 20 (June 11, 1996).

o8 Letter from Dwight Alan Hamilron, Hamilton and Faarz, and John A. Graham, Frandzel & Share, o Lawrence

Grissom, Retirement Administrator (June 21, 1996); City Manager, Retirement System Proposal at 7 (Consolidated

from Proposal Dated June 7, 1996, as Modified by June 21, 1996 Proposal).
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Constitution if it were to approve MP-1 — demonstrably short of an affirmative statement that MP-1 was in
keeping with the Board’s fiduciary ‘duties.ééé

While it is debarable whether the “fix” to MP-1, noted above, was sufficient o address the
deficiency noted by Mr. Hamilton, there were more fundamental problems with his advice.”” First, he simply
failed to address perhaps the biggest failing of MP-1: it was illegal under California law. Itis unclear why Mr.
Hamilton did not address this issue. Mr. Hamilton should have addressed the legal status of MP-1 under the
San Diego Ciry Charter and the California Constitution. Second, although Mr. Hamilton did address — in
an opinion issued three months after the SDCERS Board approved MP-1 — the apparent conflict of interest,
presented by the fact that benefit enhancements that would accrue to Board members personally were
conditioned on the Board’s approval of MP-1, his analysis was superficial, noting merely thar the drafters of
the Ciry Charter had been well aware that Board members would, in many cases, be members of SDCERS
and therefore could be financially interested in the ourcomes of the Board’s deliberations.* This analysis,
however, failed to fully address the conflict in the context of the unique facts and circumstances of MP-1.

Robert Blum and Constance Hiawr of the law firm Hanson Bridgerr served as the Board’s
fiduciary counse! with respect to MP-2. If anything, their performance was even worse than Mr. Hamilron’s.
They appear to have completely abdicated their responsibility to provide competent, independent legal advice
to the Board. In first advising the Board against MP-2 and later in reversing course and advising in favor of

e . . P . .. PO . ~ N P 668
i, it appears Mr. Blum and Ms. Hiarr were taking an inordinate amount of direction from Mr. Grissom.

664 IR . . N -
Letter from Dwight Alan Hamilton, Hamilton and Faawz, and John A. Graham, Frandzel & Share, to Lawrence

Grissom, Retirement Administrator (June 21, 1996).
£ The Reish Luftman Report similarly concluded that Mr. Hamilton failed to adequately consider the underlying
legality of MP-1. Reish Luftman Reicher & Cohen, Legal Analysis of Investigative Report on the San Diego City
Employees” Retirement System at 73-74 (Jan. 20, 2006). The City Artorney’s criticism of the deficiencies in Mr.
Hamilton's consideration of MP-1 is generally consistent. City Attorney Michael ]. Aguirre, Interim Report No. 6
Regarding the San Diego City Employees’ Retirement Systemn Funding Scheme at 41-45 (June 21, 2005). Moreover,
the City Attorney found that Mr. Hamilron failed to deliver timely advice to the SDCERS Board about the necessity
of examining the City's ability to report the de facto loan SDCERS would be grantng it. The City Attorney
concluded that Mr. Hamilton's opinion, delivered three months after the Board approved MP-1, came too late: “The
the [sic] board conduct [sic] financial due diligence should have been given before the pension board approved MP-1
on 21 June 2002 [sic].” Id. at 45 (emphasis in original). Vinson & Elkins suggested thar Hamilton’s analysis was
incomplete in terms of its analysis of the potential conflicts of interest raised by MP-1. Paul S. Maco 8 Richard C.
Sauer, Vinson & Elkins LLP, Report on Investigation, The City of San Diego, California’s Disclosures of Obligation
to Fund the San Diego Employees’ Retirement System and Related Disclosure Practices 1996-2004 with
Recommended Procedures and Changes to the Municipal Code at 51 (Sept. 16, 2004).

e Letter from Dwight Alan Hamilton, Hamilton and Faarz, and John A. Graham, Frandzel & Share, o Lawrence
Grissom, Rerirement Administrator (Sept. 19, 1996),

57 Lerter from Constance M. Hiatt and Robert Blum to Lawrence Grissom, Retirement Administrator (Draft June 12,
2002); Lerrer from Bob Blum and Connie Hiatt to Frederick W. Pierce, IV, President, Retirement Board (Nov. 18,
2002).
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This is not to say there were not revisions to MP-2 between their first and second opinions — there were. Bur
these revisions did not remedy the basic flaw in MP-2, which was the same as thar afflicting MP-1: it was
illegal under California law.*”

Because MP-2 was illegal, and because SDCERS received no benefit from it, the Board could
not have approved it without breaching its fiduciary dury to SDCERS.” SDCERS’s lirigation counsel
reached precisely these conclusions in early 2003, after the filing of the Gleason litigation.”" Either Mr. Blum
and Ms. Hiarr appreciated the illegality of MP-2 and simply kepr silent about it or, inexcusably, failed to
understand it. Under either scenario, however, Mr. Blum and Ms. Hiatt's advice was incomplete and
inadequate.”” While the Audit Committee requested to speak with Mr. Blum and Ms. Hiatt to inquire

about, among other things, their understanding of the proposal, they each declined to be interviewed.

se8 E-mail from Sheila Leone to Lori Chapin cc to Roxanne Parks (Mar. 24, 2003); E-mail from Lawrence Grissom to

Robert Blum (Oct. 30, 2002); E-mail from Robert Blum to Loraine Chapin, Lawrence Grissom and Paul Barnerr cc

to Constance Hiarr (Sept. 16, 2002).
fes Rules of Professional Conducr of the State Bar of California, ch. 3, § 3-210 (stating that an attorney has a dury to
advise against violations of the law),
e Mr. Blum and Ms. Hiarr also failed ro identify rimely the potential conflict of interests affecting the votes of the Ciry
employees who served on the SDCERS Board. On July 3, 2002, Mr. Blum advised a union representative that had
participated in meet and confer carlier in the year that he could discharge his fiduciary duties to SDCERS by voting
on MP-2 so long as he made 2 “thorough, prudent consideration of the facts” of the proposal in his capacity as 2
SDCERS Board member. E-mail from Robert Blum to {Tom Rhodes) cc 1o Connie M. Hiart, Loraine Chapin,
Lawrence Grissom and Paul Barnerr (July 3, 2002). However, it appears that Mr. Blum did not conduct
independent legal research on the issue until the end of August 2002. E-mail from Loraine Chapin to Robert Bium
ce to Lawrence Grissom, Paul Barnett, Roxanne Story Parks and Sheila Leone (Aug. 21, 2002). Moreover, Mr. Blum
did not raise the issue of conflicts of interest of Ciry employees sitting on the SDCERS Board untl after the July 11,
2002, SDCERS Board vore approving MP-2 and, even then, he only identified Cathy Lexin as having conflicting
interests in connection with the proposal. E-mail from Robert Blum to Lawrence Grissom, Paul Bametr and Loraine
Chapin cc to Constance Hiar and Marcus Wu (July 30, 2002); E-mail from Loraine Chapin to Robert Blum cc to
Lawrence Grissom, Paul Barnert, Roxanne Story Parks and Sheila Leone (Aug. 21, 2002). Apparendy Mr. Blum
only came to appreciate the seriousness of this conflict of interest later, when he wrote in a Seprember e-mail to
SDCERS staff that attached a draft of his opinion lerrer: “PLEASE DO NOT give to Cathy Lexin. cathy [sic] and
crew will use it to negoriate and i dont [sic] want them to have that advantage. . . cathy [sic] probably will be all over
you on Monday to get 2 copy. DONT [sic] DO IT.” E-mail from Robert Blum to Lawrence Grissom, Paul Barnert
and Loraine Chapin cc to Connie M. Hiaw (Sept. 22, 2002).
o Lerter from Reg A, Vitek, Seler Caplan McMahon Virek, ro Sheila Leone, Esq,, SDCERS cc 1o Michael A, Leone,
Esq. (Mar. 5, 2003).
e The legal analysis accompanying the Navigant Report concluded that Mr. Blum’s final opinion regarding MP-2
failed to consider the legality of the proposal. Reish Luftman Reicher & Cohen, Legal Analysis of Investigative
Report on the San Diego Ciry Employees’ Retirement System at 90 (Jan. 20, 2006). The City Atorney discussed at
length Mr. Blum’s involvement in the negotiation and approval process of MP-2, but did not reach any conclusions
regarding his personal responsibility. City Atrorney Michae! J. Aguirre, Interim Report No. 7 SDCERS Arrorney-
Client Privilege Documents Released Under Federal Court Order at 9-13, 21-22 (Dec. 6, 2003).
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B. The City

1. The City Council

As the legislative branch of the City government, the City Council was a key party in the
enactment of MP-1 and MP-2. In 1996 and again in 2002, the City Council voted to approve pension
funding arrangements that violated the California Constitution, the Ciry Charter, and the Municipal Code.””
Despite the plain language of the controlling statutes, and their obligation as elected officials to uphold the
laws of the Ciry and State,”’ there is no evidence the Council members ever bothered to inquire whether these
agreements were permissible under California law.

It should be noted that the Council members who voted on MP-2 had inherited an already
violative system and both they and the predecessor Council that adopted MP-1 were failed by their legal
counsel - the City Attorney’s Office and outside fiduciary counsel — who did not bring the issue of the

legality of these proposals to the Council's artention. This does not change the central fact, however, that the
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Council’s vote in approving both MP-1 and MP-2 resulted in a

2. Cirty Administration

The City and its various offices and employees also bear responsibility for illegalities in
connection with the City’s pension funding. First, to the extent that the SDCERS Board violated its
responsibilities to its members by approving MP-1 and MP-2, overruling Mr. Rick Roeder on the suggested
actuarial treatment of the Corbest sertlement, and allowing the retirement system to become actuarially
unsound, the Ciry is responsible for its active encouragement of these unsound pracrices in order to obrain
short-term contribution relief. Second, to the extent the financial condition of the retirement system creared
reporting obligations for the City, the City is responsible for irs failures to satisfy these disclosure
requirements.

In the case of MP-1, the relevant Ciry personnel who encouraged the SDCERS Board's
breach of fiduciary dury and contributed toward the City’s violation of the California Constitution, the City
Charrer, and the Municipal Code include City Manager McGrory, City Auditor Ryan, and the Ciry

ntatives on the SDCERS Board: Terri Webster, Sharon Wilkinson, and Bruce Herring. City Mana

cer
€
(=3

67 San Diego City Council Ordinance O-19121 (Nov. 18, 2002); San Diego, Cal., Ordinance O-18383 (Feb. 25,
1997); Gai v. Fresno Ciry Council, 63 Cal. App. 3d 381, 387 (1976) (“[Cliry charters pertaining to municipal affairs
supersede all laws inconsistent therewith.™); Acton v. Henderson, 150 Cal. App. 2d 1, 13 (1957) (“We start with the
premise that the ordinances . . . of the Municipal Code are invalid if they conflict with the charter . . . section 6 of

article XI of the state Constitution so provide[s), and the cases are in accord.”).

e Cal. Const. arts. XXX, § 3; San Diego City Charter art. XIV, § 211.
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Jack McGrory pressed the SDCERS Board for contribution relief as early as 1994.” He developed the
concept that became MP-1 in early 1996,676 made the original presentation of MP-1 to the SDCERS Board,””
then presented and defended the final version.”" At the same rime thar he was pushing through his agenda at
SDCERS for contribution relief for the City, he was spearheading the meet and confer process and keeping
the Mayor and Council informed of the progress.”” Notably, Mr. McGrory knew of both SDCERS’s
actuary’s and outside fiduciary counsel’s concerns about MP-1, namely that the proposal would shift current

1

pension costs onto future taxpayers. ™ Mr. McGrory nonetheless advocared for MP-1's adoption.™

Ciry Auditor Ed Ryan, while still 2 member of the SDCERS Board in 1995, advocated for
and voted in favor of one-time contribution relief for the Ciry without even waiting for an opinion on the
appropriateness of this relief from fiduciary counsel.” Fiduciary counsel ultimarely objected to this proposal

for contribution relief and it was never adopred.” Despite the knowledge that SDCERS's fiduciary counsel

Memorandum from Jack McGrory, City Manager, to Ciry Employees Retirement System Board of Directers via
Larry Grissom, Retirement Administrator (Feb. 17, 1994); Memorandum from Lawrence B. Grissom, Retirement
Administrator, to Business and Procedures Committee (May 6, 1994),

676 . L . . L e
E-mail from Jack McGrory to Distribution (Feb. 29, 1996); Memorandum from Larry Grissom te Keith Enerson

(Draft Mar. 1, 1996).

Minures, SDCERS Board Meeting at 1 {(May 2, 1996).
& Y /

o Minutes, SODCERS Board Meeting at 12-31 (June 21, 1996).
679

Memorandum from Jack McGrory, City Manager, to Honorable Mayor and City Council (Jupe 6, 1996);
Memorandum from Jack McGrory, City Manager, to Honorable Mayor and City Council (May 15, 1996).

e Minutes, SODCERS’ Rerirement Board of Administration Special Workshop at 16, 22 (June 11, 1996).
® According to Robert Scannell, Board Member, he received a call from Mr. McGrory’s office 1o lobby Mr. Scannell o
vote in favor of MP-1. Interview by the Audit Committee with Robert Scannell (May 3, 2006). See alo Interview by
the Audit Commirree with Conny M. Jamison (May 9, 2006).

in his interview with the Audit Comminee, Mr. McGrory described what he believed to be two safeguards built into
MP-1. First, he said a reserve was established our of surplus earnings at the time MP-1 was adopred, which reserve
was intended to cover the shortfall created by the City’s reduced contributions. However, since the “reserve” by
definition consisted of the retirement system’s own assets, establishing it did not offset or protect against the Ciry
underfunding the retrement system. Second, Mr. McGrory described that, in his view, it had always been
contemplated that if the Ciry were to increase benefits during the term of MP-1, the City would nonetheless be
obligated to increase its contributions to cover those new benefits. Whether or not Mr. McGrory or anyone else
acrually ever held this belief, the MP-1 agreement does not contain such a requirement and in fact, when new
benefits were eventually granted, the Ciry’s conuibutions were not revised upward. Interview by the Audit
Commirtee with Jack McGrory (May 4, 2006).

o2 Minutes, SDCERS Special Board Meeting at 10 (Mar. 24, 1995); Minutes, SDCERS Board Meeting at 9 (Feb. 24,
1995).

683 . ~ . N .
’ Letter from Morrison & Foerster to Lawrence B. Grissom, Retirement Administrator (May 9, 1995).
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rejected 2 contribution relief proposal just one year earlier, Mr. Ryan was aware of and made no objection to
the adoption of MP-1 which granted the City even greater relief at SDCERS’s expense.™

Finally, the City representatives to the SDCERS Board who voted to approve MP-1 - Ms.
Webster, Ms. Wilkinson, and Mr. Herring, Mr. McGrory’s right-hand man®® - plainly allowed their loyaltes
to the Ciry to trump their fiduciary obligations to SDCERS members.*

Immediately after the adoption of MP-1, SDCERS and the City were both required to
report that the funding mechanism for SDCERS was not approved by the Governmental Accounting
Standards Board ("GASB”) and to calculate and report, as an NPO, the difference between the payments that
the Ciry actually made and the Annual Required Conrtribution required under a GASB-approved actuarial
method.”” Nevertheless, this obligation was ignored for more than two years,”

A second and more serious accounting issue arose in connection with the 2000 settlement of
the Corber litigation. Much of the Ciry’s payment obligation under this settlement was strucrured to be
“contingent” on the availability of adequate Surplus Earnings, even though the settlement amounts remained
absolute obligations whether or not Surplus Earnings were available. The SDCERS Board, despite concern
expressed by the actuary Mr. Roeder, voted nor to include these “contingent” payments in the pension fund’s
UAAL®™  This acruarial treatment had a marerial negative impact on the financial soundness of the
erirement system, because it allowed the system to record a lower UAAL and, accordingly, 2 higher funded

ratic.”” By so doing, it artificially delayed the point at which the system’s funded radio would fall below the

584 - . ; . .

: E-mail from Terri Webster to Jack McGrory (June 21, 1996); Handwritten Notes (May 19, 1996).
585
While the SDCERS Board was awaiting fiduciary counsel’s opmmn on one time rawe relief in 1995, Mr. Herring
wrote to Mr Grissom, expressing his concern at the delay in receiving the opinion, due to the proposal’s
“tremendous financial impacrt of this action so late in the fiscal year.” Memorandum from Bruce Herring, Depury
City Manager, to Larry Grissom, Retirement Administrator (Apr, 6, 1995).

o Minutes, SDCERS Board Meeting at 31 (June 21, 1996).

i Governmental Accounting and Financial Reporting Standards, Vol. 11, GASB 27 € 20(b)(3) (June 30, 2005).
o When they began to comply with the reporting requirement, they adopted a 40-year amortization period, rather than
the normal 30-year period, for the retirement system’s UAAL. While not technically violative of GASB, it was
certainly not prudent for the City t adopt an amortization period for purposes of diminishing the value of the
reported NPO. The evidence shows that both Ciry Auditor Ryan Ed and Depury Auditor Terri Webster were
actively involved in choosing the 40—year amortization period, which benefited the Ciry at the retirement system’s
expense. E-mail from Paul Webber to Terri Webster, Ed Ryan and Daniel M. Deaton cc to Paul Webber and
Darlene Morrow-Truver (Dec. 24, 2003) E-mail from Terri \Y/ebster to Rick Roeder and Darlene Morrow-T ruver
(Oct. 8, 2003).

- Order and Judgment Approving Serdement of Class Action, Corberr v. Cizy Employees’ Retirement System, No
22449_. 19 (Cal. Super. Cr. Apr. 4, 2000); Minutes, SDCERS Board Meeting at 13 (June 21, 2002).
0 Minutes, SDCERS Board Meeting at 19 (Feb. 15, 2002); Lerter from Rick A. Roeder to Larry Grissom (Mar. 30,
2000).
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82.3% trigger and require increased contriburtions from the Ciry. The retirement system’s loss, of course, was
the City's gain: the improper treatment of Corberr “contingent” liabilities allowed the Ciry, again, to
postpone the point at which it would begin to increase its annual payments to SDCERS.

The evidence shows that Ed Ryan, Terri Webster, Lawrence Grissom, Dan Kelley, and Bruce
Herring were involved in developing the idea of structuring the Corben sertlement to allow room for the
argument that these new liabilities did not need to be included in the UAAL and then securing the agreement
of the SDCERS Board to treat them this way, despite their own actuary’s objection.”’ Ciry employees Terri
Webster and Cathy Lexin, in their capacity as SDCERS Board members, also supported this treatment which
benefited the City at the expense of the retirement system’s members.®”

Finally, MP-2 is another clear example of the SDCERS Board being induced to take action
to benefir the City at the expense of the retirement system members to whom the Board owed a fiduciary
duty. The main City proponents of MP-2 were City Manager Uberuaga, Depury City Manager Bruce
Herring, and the City representatives on the SDCERS Board who voted 1o approve it Terri Webster and
Cathy Lexin.”

" The Ciry Manager's Office was the primary architect and advocate of the MP-2
underfunding proposal. City Manager Uberuaga discussed the concept of MP-2 with the SDCERS Board in
May 2002,“* then submitted two memoranda explaining the proposal in June.”” Depury Ciry Manager

Y . R M ' 696 4
Bruce Herring made presentations to the SDCERS Board advocating MP-2 in June and July,”™ and, through

691 , A .
' Memorandum from Bruce A. Herring, Deputy City Manager, to Honorable Mayor and Councilmembers (Apr. 13,

2000); Memorandum from City Auditor and Comprroller to Honorable Mayor and City Council cc to Michael
Uberuaga, City Manager, and Bruce Herring, Depury City Manager (Apr. 11, 2000); E-mail from Terri Webster to
Bruce Herring cc to Dan Kelley and Ed Ryan (Apr. 6, 2000); Letter from Rick A. Roeder to Larry Grissom (Mar. 30,
2000); Handwritren Notes of Cathy Lexin (Feb. 8, 2000).

Minutes, SDCERS Board Meeting at 11 (June 21, 2002); Minutes, SDCERS Business Procedures Commirtee
Meeting at 6 ( Feb. 15, 2002); Minures, SDCERS Business Procedures Committee Meeting at 4 (Mar. 16, 2001).

£ Minutes, SDCERS Board Meeting at 38 (July 11, 2002); Minutes, SDCERS Board Meeting at 30 (Nov. 15, 2002).
Only after the critical vore approving MP-2 in July, Cathy Lexin acknowledged that she faced a potential conflict of
inrerest and recused herself from the November vote.

e Minutes, SDCERS Special Board Meeting at 35-37 (May 29, 2002).

695 ' . . . , s .
Memorandum from Michael T. Uberuaga, City Manager, to San Diego City Employees’ Retirement System
(SDCERS) Board of Administration via Lawrence B. Grissom, Retirement Administrator (June 10, 2002);
Memorandum from Michael T. Uberuaga, City Manager, to San Diego City Employees’ Retirement System

{SDCERS) Board of Administrarion via Lawrence B. Grissom, Retirernent Administrator (June 18, 2002).

o Minutes, SDCERS Board Meeting at 16 (June 21, 2002); Minures, SDCERS Board Meeting at 2 (July 11, 2002},
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memoranda he authored and submitted to the Board, attempred to allay the concerns expressed about the
proposal.”’

Like City Manager McGrory before him, City Manager Uberuaga, as the chief
administrative officer of the City, was responsible to the citizens of San Diego to perform diligently and
competently in that office, and to supervise adequately the employees working beneath him. In advocating
the intentonal underfunding of the pension system through MP-1 and MP-2, City Managers McGrory and
Uberuaga failed to act in the best interests of the Ciry and did not meet the standards expected of public
servants.

The record shows that Ms. Webster and Ms. Lexin, through information they received both
as Ciry employees and as members of the SDCERS Board, were keenly aware of the financial implications to
the Ciry if the MP-1 trigger were to be breached and of the critical role played by MP-2 in either forestalling

this event (the original version of MP-2 would have reduced the funded ratio trigger to 75%) or mitigating its

698

impact.”  Indeed, in January 2002, Terri Webster sent an e-mail to Ed Ryan, which stated that the sharp
decline in SDCERS investment earnings raised “SERIOUS consequences and needs attenton” and needed to
be discussed by Ms. Lexin in a briefing with Mr. Grissom.” Ms. Webster, one month larer, asked Ms.
Varrimo to direct Mr. Roeder to estimate the funded ratio, warning that “[t}he 82% trigger point is looking
WAY too close.”™ Despite this knowledge, they voted, as SDCERS trustees, to approve MP-2.""

Securing the SDCERS Board's approval of MP-2 required not merely the application of
general political pressure, but also, in the case of Firefighters Union President and SDCERS Board member

Ronald Saathoff, the specific financial inducement of 2 Presidential Leave benefit that increased his pension in

a single stroke by approximately $30,000 per year.”” The evidence shows that Ciry officials Terri Webster,

Memorandum from Bruce Herring, Depury City Manager, to Lawrence B. Grissom, Retirement Administrator (July
1, 2002); Memorandum from Bruce Herring, Deputy City Manager, o Lawrence B. Grissom, Rertirement
Administraror (July 3, 2002).

ot E-mail from Terri Webster to Elmer Heap and Michael Rivo cc to Cathy Lexin (Apr. 17, 2002); E-mail from Byron

Wear to Cathy Lexin, Brian Malenschein, Donna Frye, George Stevens, Jim Madaffer, Ralph Inzunza, Scot Feters,
Councilmember Atkins, and Dick Murphy (June 23, 2002); Minutes, SDCERS Special Board Meeting (May 29,
2002); Minutes, SDCERS Board Meeting (June 21, 2002); Minutes, SDCERS Board Meering (July 11, 2002},

Minutes, SDCERS Board Meeting (Nov. 15, 2002).
&2 E-mail from Terri Webster to Ed Ryan (Jan. 3, 2002).
E-mail from Terri Webster to Mary Varrimo (Feb. 12, 2002).

7 Minutes, SDCERS Board Meeting at 38 (July 11, 2002); Minutes, SDCERS Board Meeting at 30 (Nov. 15, 2002).
e Declaration of San Diego Labor Relations Manager Scott Chadwick in Support of Defendants’ and Cross-
Complainants’ San Diego Ciry Artorney Michael ]. Aguirre and the City of San Diego’s Motion for Summary
Judgment or in the Alternative Motion for Summary Adjudication at 2, 7, San Diego City Employees’ Ret. Sys. v.
Aguirre, No. GIC 841845 (Cal. Super. Ct. Mar. 15, 2006) (staring that Mr, Saathoff's retirement benefir increased
by $2,531.00 per month as a result of the implementation of the Presidential Leave benefit in 2002); San Diego Ciry
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Ed Ryan, Cathy Lexin, and Dan Kelley and SDCERS Administrator Lawrence Grissom were involved in

proposing and obtaining this special benefit for Mr. Saathoff, in apparent exchange for his support for MP-
~ 703

1

An individual aids and abers a breach of fiduciary dury if he “(a) knows the other’s conduct
constitutes a breach of dury and gives substantial assistance or encouragement to the other to so act or (b)
gives substantial assistance to the other in accomplishing a rortious result and the person’s own conduct,

704

separately considered, constitures a breach of dury to the third person.”™ City officials and employees,

through their actions regarding MP-1, Corberr, and MP-2, applied 2 tremendous amount of pressure on
fiduciaries, demonstrating a severe lack of judgment and a desire 1o seck a quick fix at the expense of the long-
term welfare of SDCERS. However, this conducr alone is insufficient to sarisfy the legal standard of aiding
and aberting. While there is an abundance of evidence that City officials “substandally assisted” SDCERS

Board members in breaching their fiduciary duty to plan participants, there is no evidence that these officials
g 3 p P

and employees either knew they caused others to breach their duties, or thar their own conduc

t
0O
Q
v
74
£

separate breach of a legal dury.”” While City officials clearly acted improperly in both causing the Ciry to

Council Resolution No. R-297212 (Ocr. 21, 2002} E-mail from Terri Webhster 10 Mike McGhee (May 21, 2002);
Memorandum on Local 145 High One Year Calculation (Nov. 5, 2001); E-mail from Judy Zellers to Larry Grissom

cc to Cathy Lexin and Terri Webster with atrached Presidential Leave calculation (Sept. 20, 2001).

mid

s E-mail from Dan Kelley to Ron Saathoff, jeffnoffa@aol.com, 1MM@sandiego.gov (July 30, 2002); E-mail from
Cathy Lexin to Larry Grissom (June 25, 2002); Memorandum from Cathy Lexin, Human Resources Director, and
Eimer Heap, Head Deputy City Arorney, to Honorable Mayor and City Council (June 13, 2002); E-mail from
Terri Webster to Mike McGhee (May 21, 20602); Memorandum from Cathy Lexin, Human Resources Direcror, 1o

Honorable Mayor and City Council (Nov. 26, 2001).

7o Casey v. U.S. Bank Nar'l Ass'n, 127 Cal. App. 4th 1138, 1144-45 (2005). The City Atrorney did not address the legal
standard for aiding and abetting a breach of another's fiduciary duty, bur otherwise concluded that, in connection
with MP-1, a number of Ciry officials—most notably, Ciry Manager Jack McGrory—breached fiduciary duties owed
directly to plan participants. The City Attorney alternatively concluded that even if Ciry officials did not owe plan
participants fiduciary duries, those officials arguably triggered such fiduciary obligations by making representations
about the appropriateness of the changes to MP-1. City Attorney Michael J. Aguirre, Amended Interim Report No.
6 Regarding the San Diego City Employees’ Retirement System Funding Scheme ar 17-18, 20-21 (uly 1, 2005).
The City Atrorney’s conclusions, however, were based on analogy to ERISA case law which held that an employer
was 2 fiduciary under ERISA where it also acted as an administrator, and where the plan documents did not specify a
different administrator, Kendal Corp. v. Inter-Counry Hospiralizarion Plan, Inc., 771 F. Supp. 681 (E.D. Pa. 1991).
This is in contrast to the situation here, where City officials were not acting as administrators of the retirement
system and the City Charter expressly provided thar the SDCERS Board has sole administrative responsibility for
SDCERS. Furthermore, ERISA, by irs own terms, is explicitly not binding on public retirement systems. 29 U.5.C.
§ 1003(b)(1) (West 2006). Vinson & Elkins did not specifically address the issue of City officials’ potential
responsibility for inducement of the Board’s breach of its fiduciary duties by entering into MP-1 and MP-2.

While City officials and employees have general responsibilities o the public, they do not have a specific and
independent fiduciary responsibility to plan participants, as does the SDCERS Board, Clark v. City of Hermosa
Beach, 48 Cal. App. 4th 1152, 1170 (Cal. Ct. App. 1996) (stating that this duty requires public officials to exercise
their powers with “disinterested skill, zeal, and diligence and primarily for the benefic of the public.”).
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adopt an illegal funding scheme and influencing others to breach their fiduciary duties, there is insufficient

evidence thar they did so knowingly or thar their conducr was itself a separate breach of dury.”™

3. City Attorney’s Office

As with SDCERS General Counsel Lori Chapin, the City Artorney’s Office was not actively
involved in promoting violations of law or duty in connection with MP-1 and MP-2 but failed, in irs
wartchdog role, to identify and prevent these violations.

As we have seen, City Attorney John Witt recused himself from considering MP-1, citing a
potential conflict of interest because he would personally benefir from MP-1 when he retired, as planned in
the near future.”” Mr. Wit noted that MP-1 raised “important fiduciary considerations which must be fully
examined.””™ Whether or not it was appropriate for Mr. Wizt to recuse himself, it remained the responsibiliry
of the Ciry Arrorney’s Office, either directly or through a legal analysis commissioned from an outside law
firm, to fully explore both the “fiduciary concerns” to which Mr. Wit alluded and the legality of MP-1 under
the California Constitution, the City Charter, and the Municipal Code. None of this was done. Nor did
Mr, Wit even consider whether the potential conflict that led to his own recusal would similarly affect the
Board members who would, in effect, be voting on their own benefit increases. The City Attorney’s Office
performed no analysis whatsoever of MP-1, and outside counsel produced only a superficial analysis of the
fiduciary obligations of the City and SDCERS Board, without addressing the inherent legality of MP-1 or the
conflicts issues it raised.”” )

With respect to MP-2, individuals in the City Artorney’s Office were involved with the mee
and confer process and the City’s proposals to SDCERS. Elmer Heap, Head Deputy City Attorney in the

. . .. . 710
City Attorney’s Office, was part of the City’s negotiating team in the 2002 meet and confer process,” was

706 B [l . R . 4 . 1 - 1 I B . )
As mentioned at the beginning of this Report, it is worth noting that the focus of the Audit Commirttee’s

investication was not the same as those of the investigations performed by the federal or srare prosecurers, who
indicted certain individuals on criminal charges. The conclusions reached by this Report are not inrended to
exonerate any individuals from pending or furure prosecutions.
707 ye . - . . B — .
’ John W. Wi, City Attorney, Report to the Board of Administration for the San Diego Ciry Employees’ Retirement
System (Apr. 23, 1996).

708 > - \ .. . . B .
John W. Wit City Attorney, Report o the Board of Administration for the San Diego City Employees’ Retrement

Y
System (Apr. 23, 1996)

70%

Lerter from Jeffrey S. Leavict to Bruce A. Herring, Deputy City Manager (Apr. 29, 1996).

Memorandum from Cathy Lexin, Human Resources Director, and Elmer Heap, Head Deputy Ciry Attorney, 1o
Hoenorable Mayor and City Council (June 14, 2002); Memorandum from Cathy Lexin, Human Resources Director,
and Elmer Heap, Chief Depury City Attorney, to Mayor and Ciry Council (June 6, 2002).
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fully apprised of SDCERS’s progress in considering and approving MP-2,"" and negotiated the acrual
language of MP-2 with SDCERS fduciary counsel Robert Blum.”” In addition, Mike Rivo, Depury Ciry
Artorney, was also involved in drafting the agreement berween the Ciry and SDCERS, and similarly neglecred
to advise either party abour any potential illegality.”” Both Mr. Heap and Mr. Rivo reported 1o then-Ciry
Artorney Casey Gwinn.

Despite the close involvement of the Ciry Attorney’s Office in the development and approval
of MP-2, no one from thar Office at the time appears to have given any consideration to the question of MP-
2’s legality. No analysis was performed regarding the numerous conflict issues, especially those involving
Ronald Saathoff, created by the vores of various SDCERS Board members, the general propriery of linking
the City’s granting of retirement benefits to SDCERS’s acquiescence in direct or indirect contribution relief,
or the legality of MP-2 under the California Constitution, the Ciry Charter, or the Municipal Code. One of
the principal functions of the Ciry Artorney’s Office is to ensure thar the City acts at all times in compliance
with law. In the case of MP-1 and MP-2, the Ciry Attorney abdicared this responsibility, choosing instead to

sit on the sidelines.

E-mail from Terri Webster to Ed Ryan and Dan Kelley cc to Bob Lawrence, Bob Wilson, and Elmer Heap (May 21,
20023, Mr. Heap artended the June 21, 2002 SDCERS Board meeting in which a revised MP-2 proposal was
discussed. Minures, SDCERS Board Meeting at 1, 16-32 (June 21, 2002).

E-mail from Robert Blum to Elmer Heap and Mike Rivo (Oct. 16, 2002).

7 E-mail from Robert Blum to Elmer Heap and Mike Rivo (Oct. 16, 2002). Mr. Rivo attended the May 29, 2002
SDCERS Board meeting, in which MP-2 was first proposed. Minures, SDCERS Board Meeting at 1, 35-37 (May
29, 2002).
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Filed 7/25/07 Torres v. San Diego CA4/1

NOT TO BE PUBLISHED IN OFFICIAL REPORTS

California Rules of Court, rule 8.1115(a), prohibits courts and parties from citing or relying on opinions not certified for
publication or ordered published, except as specified by ruie 8.1115(b). This opinion has not been certified for publication
or ordered publiished for purposes of ruie 8.1115.

COURT OF APPEAL, FOURTH APPELLATE DISTRICT

DIVISION ONE
STATE OF CALIFORNIA
JOHN A. TORRES et al., D049111
Plaintiffs and Respondents,
V. (Super. Ct. No. GIC852293)

CITY OF SAN DIEGO,
Defendant and Appellant;
BRUCE HERRING,

Intervener and Respondent.

APPEAL from an order of the Superior Court of San Diego County, Linda B.
Quinn, Judge. Dismissed in part; affirmed in part.

Plaintiffs, John A. Torres, Ronald L. Saathoff, Cathy Lexin, Terri A. Webster,
Sharon K. Wilkinson and Mary Vattimo, and plaintiff-in-intervention, Bruce Herring, are

former members of the Board of Administration of the San Diego City Employees'




Retirement System (SDCERS).! The board members sued the City of San Diego (City)
for specific performance and declaratory relief, alleging that under a City resolution and
Government Code section 995 the City was required to pay for their defense in a civil
action the San Diego City Attorney, Michael Aguirre, filed against them on behalf of the
People of California, and in another civil action in which he filed a cross-complaint
against them on behalf of the City. The board members obtained summary judgment
against the City. The City filed a late notice of appeal and we dismissed the matter.

Subsequently, the trial court issued an order awarding the board members attorney
fees incurred in this action, under the City's resolution. The City has timely appealed the
order, but also purports to raise issues pertaining to the summary judgment. We dismiss
the appeal to the extent it concerns the summary judgment ruling as we lack jurisdiction
to consider it. We affirm the order on the attorney fees incurred in this action.

FACTUAL AND PROCEDURAL BACKGROUND

In July 2005, Aguirre, on behalf of the People of the State of California, filed a
first amended complaint against the board members (with the exception of Vattimo) for
the recovery of economic benefits wrongly received and injunctive relief under the
Political Reform Act of 1974, as amended. (People v. Grissom (Super. Ct. San Diego
County, 2005, No. GIC850246).) The complaint alleged that in 1996, in connection with

their service with SDCERS, the board members violated conflict of interest laws by

1 For convenience we refer to the plaintiffs and the plaintiff-in-intervention as board
members. :



voting to increase employee pension benefits without providing the required funding,
thereby creating an "unfunded liability . . . for which the City . . . was to be responsible
and for which revenues from future years would pay."

Also in July 2005, Aguirre, on behalf of the City, filed a cross-complaint against
the board members for declaratory relief, breach of trust, breach of fiduciary duty, fraud,
negligence and conspiracy. The underlying complaint was by SDCERS against Aguirre
and the City. The ’cross—complaint alleged the same misconduct as alleged in People v.
Grissom, and added that the board members violated Government Code section 1090,
which prohibited them from taking action on contracts in which they had a financial
interest. (SDCERS v. Aguirre, Super. Ct. San Diego County, 2005, No. GIC841845.)
The record contains no evidence the San Diego City Council (City Council) approved
Aguirre's filing of either of these civil actions.

In 2002 the City Council had unanimously adopted a resolution designated R-
297335. The resolution's preamble explains that SDCERS board members "may, from
time to time be subjected to claims and suits for actions taken in [that] capacity," and
"there is a need to protect and encourage individuals who volunteer their time and their
talent to serve in the public interest." The resolution provides that "the City shall defend,
indemnify and hold harmless all past, present and future members of the Retirement
Board against all expenses, judgments, settlements, liability and other amounts actually
and reasonably incurred by them in connection with any claim or lawsuit arising from

any act or omission in the scope of the performance of their duties as Board Members."



The board members tendered the defense of the two civil actions to the City based

on the resolution and Government Code section 995.2 That created an unusual situation,
of course, as Aguirre, the City Attorney, filed the actions and the provision of a defense
would require the City to pay both prosecution and defense costs.

The City Council sought legal advice on the matter from the law firm Procopio
Cory Hargreaves & Savitch, LLP (Procopio). In a July 2005 memorandum that was later
publicly released, Procopio concluded the City was obligated to provide the board
members a defense in the two civil actions, notwithstanding tﬁe City Attorney's role in
the lawsuits. The following month the City Council voted 4 to 2 to provide a defense, but
a vote of five was required to carry the matter. The board members thus retained their
own defense counsel.

In August 20035, the board members, excluding Herring, sued the City for specific
performance and declaratory relief, seeking a defense in the civil actions based on
Resolution R-297335 and Government Code section 995. Herring filed a complaint-in-
intervention against the City for the same relief.

The board members filed a motion for summary judgment. After a January 2006

2 Government Code section 995 provides: "Except as otherwise provided in
Sections 995.2 and 995.4, upon request of an employee or former employee, a public
entity shall provide for the defense of any civil action or proceeding brought against him
[or her], in his [or her] official or individual capacity or both, on account of an act or
omission in the scope of his [or her] employment as an employee of the public entity. [{]
For the purposes of this part, a cross-action, counterclaim or cross-complaint against an
employee or former employee shall be deemed to be a civil action or proceeding brought
against him [or her]."



hearing, the court confirmed its tentative ruling granting the motion on the grounds that
under resolution R-297335 and Government Code section 995 the board members are
entitled to recover from the City all attorney fees and costs incurred in the two civil
actions. Under Government Code section 995, the duty to defend is mandatory unless the
public entity finds any of the following: "(1) The act or omission was not within the
scope of his or her employment. [{] (2) He or she acted or failed to act because of actual
fraud, corruption, or actual malice. []] The defense of the action . . . by the public entity
would create a specific conflict of interest between the public entity and the employee or
former employee." (Gov. Code, § 995.2, subd. (a).) Government Code section 995.2,
subdivision (c) "appears to have been intended to allow a public entity to withdraw from
the defense of an employee in conflict of interest situations because it is unreasonable to
require a public entity to finance litigation directed against it." (Stewart v. City of Pismo
Beach (1995) 35 Cal.App.4th 1600, 1606.) The board members submitted undisputed
evidence, however, that the City Council never made any finding under Government
Code section 995.2.

The court also determined that in a later noticed motion the board members could
request attorney fees incurred in this action. The judgment, entered on March 6, 2006,
contained blank spaces for the later entry of the amounts of fees and costs each board
member incurred in this action.

The following May 10, the City filed a notice of appeal of the judgment, Torres v.
City of San Diego, D048687. Torres filed a motion to dismiss and the City filed

opposition to the motion. We dismissed the appeal as untimely on June 1.



In June 2006 the City Attorney's Office served on the parties a request to dismiss
the board members from the cross-complaint in the SDCERS v. Aguirre action. In
October the City Attorney's Office filed a request to dismiss the complaint in People v.
Grissom, and a dismissal was entered. When that case was dismissed, the court was
considering a motion by board member Lexin to disqualify the City Attorney's Office

from representing the People based on conflicts of interest such as its provision of legal

advice to Lexin regarding the subject matter of the lawsuit.3

The board members then moved for attorney fees incurred in this action. The
motion was supported by declarations from the board members' attorneys attesting to the
amount of fees and costs incurred, and by detailed time entries.

The City opposed the motion on the ground attorney fees are not authorized by
contract, statute or law. The City argued that neither resolution R-297335 nor
Government Code section 995 provide for the recovery of fees by the prevailing party in
an action to obtain a defense or indemnity. The City did not contest the amount or
reasonableness of the fees requested.

In reply, the board members argued the plain language of the resolution entitles
them to attorney fees incurred in enforcing the City's duty under the resolution to provide
them with a defense in the underlying civil actions. The hearing was originally scheduled

for June 2, 2006, but the court continued it to June 23 to allow the City "to provide

3 We have taken judicial notice of these documents in the People v. Grissom
superior court file. (Evid. Code, §§ 452, subd. (d), 459, subd. (a).)



supplemental briefing on whether . . . Resolution R-297335 provides a legal basis for an
award of attorney's fees" to the board members. Originally, the board members sought
attorney fees under Government Code section 800 and Code of Civil Procedure section
128.5.

On June 23, the court issued an order that granted the motion for fees on the basis
of the resolution. The court awarded the board members various amounts for fees and
costs incurred in this action, totaling $182,342.50 and $6,176.16, respectively, and the
individual awards were added to the judgment. The City timely appealed the June 23
order.

DISCUSSION
I
Motion to Dismiss
A

The board members have moved to dismiss the City's appeal insofar as it purports
to raise issues pertaining to the summary judgment, which the City did not timely appeal.
The City counters that the court's June 23, 2006 order on attorney fees "substantially and
materially altered" the judgment, thus beginning anew the time within which to appeal.
The City asserts the board members were not entitled to summary judgment because they
did not plead or prove the essential elements of a claim for specific performance and
Government Code section 995 provides no basis for declaratory relief or sp’eciﬁc

performance.



Unless otherwise provided by law, a notice of appeal must be filed on or before
the earliest of three dates: (1) 60 days after the court clerk serves a notice of entry of
judgment or a file-stamped copy of the judgment on the appealing party, (2) 60 days after
the appealing party serves or is served by the opposing party with a notice of entry of
judgment, or (3) 180 days after entry of judgment. (Cal. Rules of Court, rule 8.104(a).)
"If a notice of appeal is filed late, the reviewing court must dismiss the appeal." (/d., rule
8.104(b).)

"The effect of an amended judgment on the appeal time period depends on
whether the amendment substantially changes the judgment or, instead, simply corrects a
clerical error." (Eisenberg et al., Cal. Practice Guide: Civil Appeals & Writs (The Rutter
Group 2006) 9 3:56, pp. 3-24 to 3-25.) "When the trial court amends a nonfinal judgment
in a manner amounting to a substantial modification of the judgment (e.g., on motion for
new trial or motion to vacate and enter different judgment), the amended judgment
supersedes the original and becomes the appealable judgment (there can only be one
'final judgment' in an action . . .). Therefore, a new appeal period starts to run from
notice of entry or entry of the amended judgment." (Id., § 3:56.1, p. 3-25.) "For
example, an order amending a judgment to reflect the correct name of a party . . .
substantially changes the judgment and therefore starts a new appeal time period (for an
appeal from the amended judgment)." (Zd., ] 3:56.1a, p. 3-25.) The City relies on CC-
California Plaza Assocs. v. Paller & Goldstein (1996) 51 Cal.App.4th 1042, 1049, in
which the court explained, "we cannot imagine a more substantial or material change in

the form of a judgment than in the identity of the losing party."



It is well settled, however, that "[w]here the judgment is modified merely to add
costs, attorney fees and interest, the original judgment is not substantially changed and
the time to appeal it is therefore not affected." (Eisenberg et al., Cal. Practice Guide:
Civil Appeals & Writs, supra, 9 3:56:3, p. 3-26; Amwest Sur. Ins. Co. v. Patriot Homes,
Inc. (2005) 135 Cal.App.4th 82, 84, fn. 1.) "When a party wishes to challenge both a
final judgment and a postjudgment costs/attorney fee order, the normal procedure is to
file two separate appeals: one from the final judgment, and a second from the
postjudgment order." (Eisenberg et al., supra, §2:156.1, p. 2-73.)

The June 23, 2006 order on attorney fees and costs did not amend the March 6,
2006 judgment in any substantive way. Rather, the judgment was merely modified to add
the fees and costs awards. Accordingly, we lack jurisdiction to consider any aspect of the
summary judgment ruling.

B

The City contends the modification of the March 6, 2006 judgment to add attorney
fees and costs was a "material and substantial" change, since the spaces left on the
judgment for the later entry of fees were supposed to be for fees the board members
incurred in defending the two underlying civil actions. The City complains that
"[i]nstead of moving to insert the attorney's fees and costs incurred in the other two
lawsuits . . ., [the board members] applied for an award of the fees and costs they
incurred in the current lawsuit," and that action "left them hoist[ed] on their own petard.”
(Boldface omitted.) The City is incorrect, as the judgment stated the blank spaces were

for fees "incurred in this action." (Italics added.) As discussed, the addition to the



judgment of attorney fees and costs awarded in a postjudgment order does not constitute
a substantial change in the judgment for purposes of the notice of appeal deadline.

We also reject the City's argument the judgment was substantially changed
because the basis for attorney fees in this action was not "an undisputed statute or
contract," but resolution R-297335, which raised "new legal issues." The City points out
that in their complaint the board members prayed for attorney fees under Government
Code section 800 and Code of Civil Procedure section 128.5, rather than under the
resolution. The legal basis for a fee award, however, is reviewed in the appeal from the
order awarding fees; it does not resurrect a stale appeal of the judgment. The legal basis
for the award has nothing to do with the propriety of the underlying summary judgment.

Further, the City's cursory assertion the court denied it due process is unfounded.
In its opposition to the motion for attorney fees, the City raised the resolution, arguing it
does not provide a basis for an award of fees in this action. When the board members
claimed in their reply that the resolution does entitle them to fees, the court continued the
hearing for three weeks to give the City the opportunity for further briefing. The City
cites no authority for the notion it did not receive a fair hearing and opportunity to be
heard on the matter.

Lastly, the City's reliance on Stone v. Regents of University of California (1999)
77 Cal.App.4th 736 (Stone), is misplaced. In Stone, the Regents of the University of
California (Regents) appealed a judgment directing a writ of mandate issue to compel
them to provide a defense to a physician (Stone) in an underlying civil action against him.

Stone moved to dismiss the appeal as untimely. The trial court had ruled the Regents
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acted arbitrarily in refusing to defend Stone, and granted a petition requiring them to
provide him a defense from May 25, 1995. Judgment was initially entered on March 25,
1996. The Regents successfully moved for reconsideration, and on May 15, 1996, a new
judgment was entered, identical to the first but directing them to pay for Stone's defense
from March 25, 1996. Stone then moved for reconsideration, and the trial court modified
the judgment to require the Regents to pay his defense from June 12, 1995. On July 26,
1996, notice of entry was served on the Regents, and they filed a notice of appeal on
August 9 from the judgment as modified. (/d. at p. 743.)

The appellate court held the appeal was timely, explaining the "July 22, 1996,
amendment was undeniably one of substance . . .. The modification required the
Regents to pay Stone's legal expenses for an additional nine months. That materially
affected their rights. While the Regents would have been prudent to file a timely notice
of appeal from the original judgment, just in case, Stone's partial victory on his motion
for reconsideration saved the day for them." (Stone, supra, 77 Cal.App.4th at p. 744.)

Stone is not "practically on all fours with this case,” as the City asserts, as it does
not concern a postjudgment award of attorney fees incurred in bringing that action.
Rather, that case concerns a change in the terms of the judgment requiring the Regents to
defend Stone in an underlying action. Here, in contrast, the court's June 23, 2006 order

did not alter the terms of the summary judgment. Stone is inapplicable.
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I
Attorney Fees Under Resolution R-297335

Attorney fees are allowed as costs to the prevailing party when authorized by any
of the following: contract, statute or law. (Code Civ. Proc., §§ 1032, subds. (a)(4) & (b),
1033.5, subd. (a)(10); Civ. Code, § 1717.) "Except as attorney's fees are specifically
provided for by statute [e.g., Code Civ. Proc., § 1033.5, subd. (a)(10)], the measure and
mode of compensation of attorneys . . . is left to the agreement . . . of the parties." (Code
Civ. Proc., § 1021.) The legal basis for an award of attorney fees is a question of law we
review independently. (Leamon v Krajkiewcz (2003) 107 Cal.App.4th 424, 431.)

The City contends that because R-297335 does not expressly state fees shall be
awarded the "prevailing party” in any action to enforce the resolution, the fee award here
is improper. The City relies on Hillman v. Leland E. Burns, Inc. (1989) 209 Cal. App.3d
860 (Hillman), and Otis Elevator Co. v. Toda Const. of California (1994) 27 Cal.App.4th
559 (Otis), which are in a line of cases holding attorney fees are not available in the
prosecution of an indemnity action absent clear language in the indemnity agreement
stating the parties contemplated an award of fees for enforcing the agreement. (Oris, at p.
566.)

In Otis, supra, 27 Cal.App.4th 559, the court, following the reasoning of Hillman
and related cases, held that "[b]ecause the indemnity agreement at issue here did not
explicitly provide for attorney fees incurred in pursuing an indemnity claim against [the
indemnitor], [the indemnitee] was not entitled to them. The attorney fee award must

therefore be amended to reflect only those fees incurred in the [underlying third party]
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personal injury action." (Id. atp. 566.) The pertinent question under the Hillman line of
cases is whether the indemnity provision contains language "which reasonably can be
interpreted as addressing the issue of an action between the parties on the contract."”
(Building Maintenance Service Co. v. AIL Systems, Inc. (1997) 55 Cal.App.4th 1014,
1030; Continental Heller Corp. v. Amtech Mechanical Services, Inc. (1997) 53
Cal.App.4th 500, 509.)

In Otis, supra, 27 Cal.App.4th at page 564, the subcontract between the parties
provided indemnity for " 'all liability, charges, penalties, fines, costs, fees, losses,
damages, expenses, causes of action, claims, suits, settlements, awards and judgments
(including reasonable attorney's fees) resulting from injury or death sustained by any
person . . . which injury, death or damage arises out of, or is in any way connected with,
or incidental to the performance of the work under this Subcontract.' " (Italics added.)
The court rejected the notion the clause covered attorney fees incurred in litigating the
indemnity claim, as the "subcontract permits recovery of expenses, including attorney
fees, incurred in defense of any third party claims arising out of Otis's [indemnitor]
performance of the work promised in the subcontract. . . . The provision does not
specifically state . . . that Toda [indemnitee] would be entitled to such fees in an action to
enforce the indemnity provision of the subcontract." (Otis, supra, at p. 564.) The
indemnity clause in Hillman was similar to that in Otis. (Hillman, supra, 209 Cal.App.3d
atp. 866.)

This action does not concern an indemnity contract between the parties, but a

public agency resolution. "A decision is authority only for the point actually passed on
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by the court and directly involved in the case. General expressions in opinions that go
beyond the facts of the case will not necessarily control the outcome in a subsequent suit
involving different facts." (Gomes v. County of Mendocino (1995) 37 Cal.App.4th 977,
985; Chevron U.S.A., Inc. v. Workers' Comp. Appeals Bd. (1999) 19 Cal.4th 1182, 1195.)

The construction of a municipal resolution is governed by the rules that govern
construction of statutes. (Azchley v. City of Fresno (1984) 151 Cal.App.3d 635, 647.)
The "primal principle of statutory construction requires the ascertainment of the intent of
the legislative body [citations] . ... When . .. there is no direct evidence of the
legislative intent, the court turns first to the words of the enactment for the answer and
may also rely upon extrinsic aids [citations], including recitals and findings in the
enactment." (County of Madera v. Superior Court (1974) 39 Cal.App.3d 665, 668-669,
italics added.)

Resolution R-2973335 requires that the City "defend, indemnify and hold harmless
all past, present and future members of the Retirement Board against all expenses,
judgments, settlements, liability and other amounts actually and reasonably incurred by
them in connection with any claim or lawsuit arising from any act or omission in the
scope of the performance of their duties as Board Members." (Italics added.) To any
extent that language, standing alone, could be construed to cover only attorney fees
incurred in underlying third party suits, such a construction is belied by the City Council's
declared intent in passing the resolution: it did not want any of the 13 members of the
SDCERS Board of Administration to incur attorney fees associated with any litigation

pertaining to the discharge of their duties. Again, the resolution's preamble explains
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"there is a need to protect and encourage individuals who volunteer their time and their
talent to serve in the public interest." (Italics added.) Board members would obviously
not be protected or encouraged to serve if they were required to incur substantial attorney
fees and costs to enforce the City's duty of defense under the resolution.

We acknowledge that the situation here is unusual since the defense obligation
arose in conflict of interest actions filed by the City Attorney's Office, and in passing
resolution R-297335 the City Council likely did not foresee this situation. The City
Council, however, never made any finding of wrongdoing on the board members' part
that may have excused the City from its defense obligation. (See Gov. Code, § 995.2;
Stewart v. City of Pismo Beach, supra, 35 Cal.App.4th at p. 1606.) Contrary to Aguirre's
position in this appeal, his filing of the underlying civil actions is not tantamount to the
City Council making a finding of wrongdoing, particularly since there is no evidence the
City Council even approved of his filing of the actions. Further, Aguirre dismissed the
civil actions against the board members before any findings on the merits were made, and
thus there was no showing of any actual conflict of interest. Under all the circumstances,
we agree with the trial court's assessment that resolution R-297335 entitles the board

members to attorney fees and costs incurred in this action.
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DISPOSITION
The appeal is dismissed to the extent it purports to appeal issues pertaining to the
summary judgment. In all other respects, the June 23, 2006 order awarding attorney fees

and costs 1s affirmed.

MCcCONNELL, P. J.

WE CONCUR:

BENKE, J.

MCINTYRE, J.
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